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Financial Factors (Introduction)
Section 4000.0

The analysis of financial factors should be connonbanking activities to assure the continue
ducted in four primary parts, namely: (1) parensafety and soundness of individual banks an
only, (2) banking subsidiary(ies), (3) nonbankthe industry as a whole.
subsidiary(ies), and (4) consolidated organiza- The analysis of financial factors resulting
tion. In view of the fact that all BHCs are not from the inspection of a bank holding company
structured in the same organizational and finans essentially a finding of facts and an expres
cial manner, it is important that examiners besion of judgment. In conducting an appraisal of
flexible in their approach and be judicious ina holding company’s condition, the financial
their use of ratio analysis and peer group comanalysis of the organization, based on a “build-
parisons. There is no substitute for using sounithg block” or “component” approach, should
judgment and creativity while performing anprovide the examiner with a solid foundation
analysis, providing all of the pertinent informa-from which to proceed. In order to complete the
tion is available. The summary and conclusionanalysis it is first necessary to accumulate suffi
should follow from the information presented incient information concerning the parent com-
the analysis. pany, bank and nonbanking subsidiary(ies) an
The analysis is intended to determine théhe consolidated organization. A final analysis
financial strengths and weaknesses of an orgarghould not be attempted until these integral part
zation and the impact of conditions at the parerttave been thoroughly reviewed.
company and nonbank subsidiary which could The completion of the financial analysis will
adversely affect the condition of the bankingculminate with the preparation of a rating for
subsidiary. As a regulatory agency, a goal of théhe bank holding company. Manual section
Federal Reserve System is to safeguard anmtD70.0, entitled “Bank Holding Company Rat-
protect the soundness of commercial banks. Thieg System,” presents the rating system in its
System oversees holding company banking arehtirety.

BHC Supervision Manual December 1992
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Parent Only

(Debt Servicing Capacity—Cash Flow) Section 4010
4010.0.1 INTRODUCTION AND projected cash flow statement will focus on the
SCOPE OF THE ANALYSIS need for future funds, its applications, and

the sources from which they are likely to be
The cash flow analysis spplicable to all bank available.
holding companies with consolidated assets in Specifically, the analysis of the cash flow
excess of $1 billion, those that have substantivétatement is necessary for a thorough unde
fixed charges or debt outstandings well as standing of a bank holding company and the
select others at the option of the Reserve Bankature of its operations to the extent that i
Key parts of the analysis involve the use of:  provides information on such areas as:

1. A standardized “Cash Flow Statement 1. Utilization offunds provided by operations;
(Parent)” page (refer to manual sections 5010.23 2. Use of funds from a new debt issue or sals
and 5020.13 for the illustrated pages) whictof stock;
includes computation of the cash earnings cov- 3. Source of funds used for acquisitions o
erage ratios and analyses; regarding the resultgdditional capital contributions;

2. Earnings cash flow coverage ratios to mea- 4. Means of payment of a dividend in the
sure the parent company’s ability: face of an operating loss;

a. To pay its fixed charges, including inter- 5. Means of debt repayment and stock
est costs, lease expense, income taxes, retirg@demption.
ment of long-term debt (including sinking fund While the cash flow statement provides ar
provisions), and preferred stock cash dividend$)verall perspective of a holding company'’s utili-
and zation of available funds, it does not, by itself,
b. To pay common stock cash dividends. indicate possible or actual difficulties the paren

3. Guidelines for supervisory determinationcompany may have in meeting its fixed obliga-
of parent company debt servicing capacity. tions from internally generated funds. Fixed

The cash flow statement page of the inspe@bligations or fixed charges are those recurrin
tion report presents the cash earnings and tixpenses which must be paid as they fall due
cash expenditures of the parent company. Withiwhich includes interest expense, lease expens
the statement are the key components to be usgtking fund requirements, scheduled debt re
in the “Fixed Charge Coverage Ratio,” which payments and preferred dividends.
measures the parent company’s ability to meet One ratio that may be used to calculate the
its fixed obligations, and a “Common Stockstrength of a parent company’s earnings to mee
Cash Dividend Coverage Ratio” which mea-its fixed charges or obligations is théixed
sures the ability of the remaining, or residualCharge Coverage RatigFCCR). The compo-
earnings to cover common stock dividends.  nents of the ratio are included on the “Cash

Flow Statement (Parent)” page. The Fixed Charg
Coverage Ratio (FCCR) measures the parel
company's ability to pay forfixed contractual
obligations if management is tetain control of
4010.0.2 CASH FLOW STATEMENT  the organizationthereby satisfying the expecta-
tion of creditors and preferred stockholders. Ne
The cash flow statement is an effective tool usethcomeafter taxess used in the formula. Inter-
in understanding how a particular bank holdingest and lease expenses are already deducted
company operates. Its primary objective is tarrive at the net income figure and must be
summarize the financing and investing activitiesadded back to obtain the earnings available t
of the holding company, including the extent topay such charges. Interest expense is usually tl
which the entity has generated funds (externalllargest component among all “fixed charges,”
and internally) during the period. The cash flonand the ability to pay this expense from earning:
statement is related to both the income statesash flow is critical to an assurance of continues
ment and the balance sheet and provides inforefunding of the parent company’s debt. It mea
mation that otherwise can be obtained only parsures not only the extent to which net cast
tially by interpreting each of those statements. operating earnings covers the debt servicin

An analysis of past cash flow statements carequirements of the parent company, but thi
supply important information regarding the usesapacity to pay income taxes and preferred stoc
of funds, such as internal asset growth or acqui-
sitions, as well as data on the sources of fundsHC Supervision Manual December 1992
used and the financing needs of management. A Page 1




Parent Only (Debt Servicing Capacity—Cash Flow) 4010.0

cash dividends as well, thereby meeting the After tax cash income (1)
expectations that creditors and preferred share- - [Contractual long-term debt
holders have for the protection of their respec- retired (4) + preferred
tive interests. The need fdvetter than a 1:1 stock dividend

coverage is therefore critical.

Another important formula, required to be
calculated is th&€ommon Stock Cash Dividend
Coverage RatigCSCDCR) which measures the
ability of the parent company to pay common
stock cash dividends. The CSCDCR will show, Note that the Cash Flow Statement (Parent)
in turn, whether the residual cash earnings of thpage presents only cash items included in the
parent company are sufficient to pay the comparent’s income and therefore the analyst can
mon stock cash dividend and, if not, the amountaise its income figures without any need to
that must be provided from other sources o#djust for noncash items.
cash, such as the liquidation of assets or addi- Both the Fixed Charge Coverage and the
tional borrowings, to cover the shortfall. Common Stock Cash Dividends Coverage ratios

Significant shortfalls in the CSCDCR are toare considered inadequate at less than 1:1. If a
be scrutinized in light of the Board’s Novemberholding company is generating funds which pro-
1985 Policy Statement on “Cash Dividends Notvide at least dollar-for-dollar coverage, no criti-
Fully Covered by Earnings.” According to the cism need be made. However, the examiner
statement, a bank holding company should nathould be aware that these ratios, as well as
maintain its existing rate of cash dividends orothers, are merely guidelines and good judg-
common stock unless: ment must prevail. A ratio of 1.02:1 may pass

1. The holding company’s net income avail-the test, but it is only barely adequate. No criti-
able to common stockholders over the past yeaism may necessarily be warranted for the period
has been sufficient to fully fund the dividends;covered by the 1.02:1 ratio, but it may be indic-
and ative of a deteriorating trend over the past few

2. The prospective rate of earnings retentiogears. Accordingly, an appropriate comment
appears consistent with the organization’s capieoncerning the trend may be warranted.
tal needs, asset quality, and overall financial When reviewing these ratios, it should be
condition. kept in mind that certain components in the

A bank holding company whose cash divi-numerator can to some degree be altered at the
dends are inconsistent with the above criteria idiscretion of management. For example, by
to give serious consideration to cutting or elimi-altering the dividends paid by bank subsidiaries,
nating its dividends. The need fat least a 1:1 the amount of funds available to the parent to
coveragds therefore critical. coverfixed charges canbeincreased ordecreased.

The two ratiog are calculated as follows: For this reason, the fixed charge and funds flow

ratios should be analyzed in conjunction with a
After tax cash income (1) + interest review of the dividend payout ratios of the

CSCDCR = payments (5)]

Common Stock Dividend
Payments (6)

expense (2) + lease & rental subsidiary banks. Cash flow ratios that other-
_ expense (3) wise appear adequate may be a cause for con-
FCCR cern if the banks are paying out dividends that

interest expense (2) + lease & rental
expense (3) + contractual long-term
debt retired (4) + preferred stock
dividend payments (5)

are too high in relation to capital or overall

condition. Analysts should evaluate the bank
dividend payout ratios in light of the bank’s

capital and financial condition. Only in this way

can the analyst gain a better understanding of
the quality of the parent’'s cash flow and its

potential effect on bank subsidiaries.

Ratios of less than 1:1 coverage show that
internally generated funds are not sufficient to
meet a parent company’s needs. In many cases,
the examiner may find low coverage ratios yet

1. The numbered () items correspond to the numbereglII fixed Charges were pald as agreed. Had they

lines on the “Cash Flow Statement (Parent)” page. not bee_n: th(f:‘ company would have incurred
severe financial difficulties long before the start
BHC Supervision Manual December 1992 of the inspection. Therefore, when less than

Page 2 adequate ratios appear and obligations are paid



Parent Only (Debt Servicing Capacity—Cash Flow) 4010.

on time, the examiner must determine whatompany cash flow, and thereby the capacity t
other source of funds was utilized to make upsustain the parent company’s debt, is detel
the shortfall and to permit the timely payment ofmined ultimately from the results of the Fixed

obligations. Charge and Common Stock Cash Dividend Cov
erage Ratios, and the related analysis of th
effects of upstream cash flow on the financia

AI50E1'I9E0R:§/I IEILAE)I'IIE(;QI\\I/ IAS\SO ?5 condition of the key subsidiaries.
2. For those parent companies with materia
éRESLIJ:ALg\\;VOF PARENT COMPANY amounts of long-term debt, coverage ratios ir

excess of 1:1 will not necessarily be considere

. S ufficient to sustain the parent company’s lever
A supervisory determination about the adequac geunless: firstthe Tier 1 capital positions of

of parent company cash flow, and its use as @e bank subsidiaries are considered adequal

measure of parent company debt servicin . \ i
capacity, requires more information than just theecond,that the bank holding company’s con

. Solidated Tier 1 capital position is considerec
results of the Fixed Charge Coverage and Con- . . L e T
mon Stock Cash Dividend Coverage Ratios. Th dequate; andhird, the parent’s liquidity is

typical major parent company does not generaﬂ rﬂi?:i\(lj cﬁ(:ﬁnq\:ii%nlgh??égmni%tetrr’f Ccc?ni(reﬁetzssr’]’
an earnings cash flow by conducting bankin

operations itself, although it nevertheless ma; age should be made regarding the potentiall

. .—excessive leverage of the parent, as well as th.
incur a heavy external debt on behalf of Itsof its subsidiaries. A specific period of time

gffyzgtgguséfb;;?ﬁgg: ;@ﬁr}&e %[]ﬁe?eigféattﬁr%ould be established for the management ¢
parent company earnings cash flow may not biem e rlg)?/re”:ngzltdl?g fgmgi?é tt% ;’llébt?;th: sfaft'é?]
indicative of theactual earnings power of the M P h P % . Ip ” b |¥ q
entire banking organization. For example, the oreoverwhere the capital positions, bank an

' " tonsolidated, are considered adequate but tt

cash earnings of the parent company may b(ﬁ’lvidend payout ratios are excessive, it is indic:

kept low by management to avoid State or loca) tive of a potential future debt servicing prob-
income tax liability and/or to increase leverage ,
lending volumes at the subsidiary level. Con:eMm a_nd sh_ould Ee brou_ght tlo mlanagement
versely, cash earnings may be forced to th ttetnt_lont.ﬂSlncet et_earnlntgs eve T"’;Jy ntotkb1
' ; ustainable, corrective action must be take
Upsiream cash didend payments which eventgU1n & specified period of time.
- . e 3. For coverage ratios of less than 1:1, ther
31'2/ Z)V;rl eenrlt?grégl;fer the operating subsidiaries amljs a presumption of a critical comment on the
A supervisor;l/ determination about the adefExamlner’s Comments’ page of the inspection
eportunlessthe shortfall is prudently plannéed,

uacy of parent company cash flow must take .~ "~ X
glaceyattw% Ievels:(l)pby Znalyzing the results _n5|gn|f|cant in amount and/or the trend of earn-

of the two coverage ratios using the net earning'[gg.S cash (fjlow and d'v'def?.d. policies clearly
cash flowrealizedby the parent companygnd oint toward a retﬁrﬁ to suificient parent com-
(2) by analyzing the effect that upstream casR2NY €arnings cash flow coverage.

a. In circumstances where the Tier 1 capi
flow to the parent company has had, and_ can lﬁl position ofany bank subsidiaris considered
expected to have, on the financial condition o

the bank subsidiaries and the significant nonadequate, a written program of corrective

bank subsidiaries. The latter focus should be oﬁgt(':ce)gszkrmbt'? rggsiigﬁlsrﬁ d’o'ggyg'ggr;?ﬁ :t(gg:
significant nonbank subsidiaries whose capiteﬂow cove)r/age at the pareng company. 9 ‘
Fegiation-—suh as thrits.—or scbsiciaries wih, - In circumstances where the Tiercon.

significant external funding, whose creditorssm'datedCapltal position of the holding com-
presumably monitor capital and dividend poIi-pany is considered inadequate, a written pre

cies of the subsidiary. _
2. A planned cash flow shortfall might typically occur
when the parent elects to reduce (or not increase) dividenc

4010.0.4 SPECIFIC GUIDELINES FOR from subsidiaries because it anticipated an excess cash
DEBT SERVICING CAPACITY liquid asset position from certaiexternal sourcesi.e., stock

or debt issuance, dividend reinvestment plans, or tax refund:
. o . sufficient to cover the deficiency.
The specific guidelines for debt servicing capac-
ity are as follows: _ BHC Supervision Manual December 1992
1. The adequacy or inadequacy of parent Page 3




Parent Only (Debt Servicing Capacity—Cash Flow) 4010.0

gram of corrective action should be requiredneeds. The concern to the examiner is the extent
including the steps necessary to reestablish pos which such temporary investments can be
itive earnings cash flow coverage at the parenelied upon before they are fully exhausted. If
company. the continued liquidation of those investments
c. In circumstances where the Tier 1 capito meet cash needs has fully exhausted the assets
tal position of each bank subsidiarand the or will do so in the near future, then appropriate
consolidated Tier 1 capital position of the bankcritical comments are warranted. Such com-
holding company is considered adequate, buhents should stress that the liquidation of the
there is a developed trend of inadequate earinvestment portfolio and the advances to subsid-
ings cash flow coverage at the parent compangries can no longer be considered a reliable
level or excessive dividend payouts from thesource of funds.
subsidiaries, a written program of corrective Another method which may be used by a
action should be required to reestablish anfiolding company to overcome a flow of funds
maintain a positive earnings cash flow at theleficiency is the sale of capital stock which is an
parent company. effective source for generating permanent funds
for the parent. However, it must be recognized
that the primary reason for the stock offering
4010.0.5 SOURCES OF FUNDS TO was something other than covering the shortfall
MAKE UP SHORTFALLS (i.e., debt repayment, capital contributions to
subsidiaries, acquisitions). Therefore, it cannot
Basically, there are three source categories, othBe relied upon as a consistent annual source to
than current earnings, that could be used t§upplement internally generated funds from
make up any deficit: (1) liquidation of assetsOperations. Also, it should be realized that the
(2) proceeds from a stock offering, or (3) bor-sale of stock will increase future funding
rowed funds. These sources must be thoroughf@quirements as additional dividends will have
analyzed to determine the extent they were an@ be paid. Consequently, where no significant
could still be utilized. It must be kept in mind improvement in internal operations is contem-
that the use of these sources cannot permaneni{ated in future periods, an appropriate com-
eliminate a shortfall in the flow of funds from ment is warranted indicating the potential
current operations. These alternative source¥yoblem. ] ]
only alleviate temporarily the effects of a short- Holding companies also compensate for inad-
fall. Nevertheless, a deficit could have beequate funds flow with borrowed money.
intentionally allowed to occur because the holdAlthough not a permanent source of funds, long-
ing company knew of funds coming from theset€rm debt is a source similar to the sale of stock.
alternate sources. For example, the parent kneli$ main purpose, however, was not to cover the
of an impending stock sale and cut dividendshortfall. Long-term debt cannot be considered
from subsidiaries significantly. In future years,@s a reliable, consistent annual source, and
dividends from subsidiaries could be restored t§1oreover, its existence creates new funding
normal proportions, bringing the ratios up toféquirements.
adequate levels. Short-term debt is perhaps the most com-
At this point, it must be determined what, if monly used source to cover a deficit cash flow
any, criticism is necessary when an unplanneffom operations and its use is of serious concern
shortfall is made up by any of these alternatéfom a supervisory viewpoint. Unlike long-term
sources. The necessity of liquidating assets tdebt and equity issues, short-term borrowings
meet cash needs may warrant a critical comd-€., bank loans, commercial paper) are readily
ment. The parent’s advances to subsidiaries ar@yailable to holding companies which can and
its investment in marketable securities are cordo rely on this source year after year for sup-
sidered temporary investments. That s, the hold?ort. As a consequence, this indebtedness
ing company may reasonably expect to sell itf1creases fixed charges and where material
securities and be repaid on its advances to subhprovement in earnings does not develop, the
sidiaries within a reasonably short period ofhortfall could increase in subsequent periods
time. In the case of advances to a problenfhereby necessitating even larger borrowing
subsidiary, repayments may not be forthcoming€quirements. This practice may jeopardize the
Nevertheless, if the parent does receive parti@darent's liquidity position since short-term lia-
payments, such funds are available to meet cagiities rise without a corresponding increase in
liquid assets as the borrowed funds are used to
BHC Supervision Manual December 1992 pay expenses. Here, an appropriate comment is
Page 4 warranted indicating the problems.




Parent Only (Debt Servicing Capacity—Cash Flow) 4010.

4010.0.6 REPORTING THE RESULTS b. Examine the underlying nature of period
increases or decreases for the balances listed
If the coverage ratios are less than 1:1, thethe financial statements, particularly any mate
appropriate comments are necessary to explaiial transactions that aided in averting coverag
the external source utilized to make up the shortatio shortfalls.
fall. The supporting details may be shown within c. Note contractual long-term debt retired
the comments section of the Cash Flow Statgnet decrease in borrowed funds, including sink
ment. More significant comments should beng fund provisions) as a memo item on the
included on the “Analysis of Financial Factors” bottom of the page, where indicated.
page or the “Examiner's Comments” page. The d. Compute the fixed charge and commor
examiner may include prior years’ results forstock cash dividend coverage ratios as illus
comparative purposes. trated on the pagelhe numbered items in the
formula correspond with the numbered items ol
the “Cash Flow Statement (Parent)” page.
4010.0.7 INSPECTION OBJECTIVES e. Answer the six questions on the “Cash
Flow Statement (Parent)” page that prompt ar
1. To determine the ability of the parent toanalysis.
manage its cash position and operate within 2. Analyze the Results.
debt service and funding requirements. a. If there is full coverage, no problem
2. To measure the parent’s ability to meet itshould be assumed. Howevehe underlying
fixed obligations and its dependency on borassets and transactions that provided for the
rowed funds to meet its cash needs. coverage should be examined to make certai
3. To determine if the parent company’s div-that “no problem” does, in fact, exist.
idends to stockholders are covered by residual b. If a shortfall exists, provide guidelines
cash earnings. to the parent company’s management for deve
4. Toanalyze any cash flow transaction whictoping a workable contingency plan, using youl
may adversely affect the financial stability of*good examiner judgement”, considering the

the parent. viability of all sources in resolving the shortfall.
5. To discuss with parent company manage-
ment: . .
a. Deficit cash flows arising from internal Review thesourcesior making up short-

falls:

— Liquidation or sale of assetgjving
full consideration to external market
concerns and losses that may resul
from the sales.

— Proceeds from stock offerings.

— Increase in borrowed funds, includ-
ing a restructuring of short term debt
to long term debt.

— Sale of capital stock.

— Payments from subsidiaries on
advances in the form of amortization
or interest.

— Short term debt.

operations;

b. Steps management has taken, or plans
to take, to restore adequate cash earnings cover-
age for fixed charges and dividend payments
and whether such plans should be commensu-
rate with the maintenance of adequate loan loss
reserves and Tier 1 capital levels in the bank and
major nonbank subsidiaries.

c. Any parent company borrowings or
restructurings needed to sustain dividend pay-
ments to shareholders; and

d. The need to increase cash flow although
there may be no deficit in current cash flow
coverage.

3. Report the Results.
4010.0.8 INSPECTION PROCEDURES a. When an “engineered” (planned) short-
fall exists,indicate that one does exist, the rea:
1. Prepare the “Cash Flow Statementons therefore, and the degree of severity t
(Parent)” FR 1225. which it should be addressed, either as part c
a. Analyze each item of the parentthe answers to the questions on the “Cash Flo\
company’s comparative balance sheetand incongatement (Parent)”, the “Analysis of Financial
statement. Since accrual figures may be used f&iactors” page, or the “Examiner's Comments”
all accounts except tax and dividend paymentqage. Provide management’'s assessment as
adjustment to the figures may be necessary for
the difference between accrual and cash basgHC Supervision Manual December 1992
accounting. Page 5
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whether planned short falls will occur in theBased on the severity of the situation, determine
future. whether the comments will be provided in the

b. When anunplanned shortfall exists, inspection report as answers to the questions on
determine the extent of criticism that is to bethe Cash Flow Statement, or within the content
made when short falls are lessened or correcteaf the “Analysis of Financial Factors” page, or
by an imprudent use oflternative sources. the “Examiner's Comments” page.

BHC Supervision Manual December 1992
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Parent Only
(Leverage) Section 4010.]

BHC financial leverages the use of debt to booms. Firms with high leverage ratios run the
supplement the equity in a company’s capitatisk of large losses but also have a chance c
structure. It is anticipated that funds generatedarning high rates of return on equity and asset
through borrowings will be invested and earn arhus, if a company earns more on the borrowe
rate of return above their cost so that the nefunds than it pays in interest, the return to the
interest margin generated will improve the comowners is increased. For example, if the com
pany’s net income, providing a higher rate ofpany earns 10 percent on assets and debt co:
return on stockholders’ equity which has other8 percent, theresia 2 percent differential accru-
wise remained constant. Since no creditor oing to the stockholders. However, if the return
lender would be willing to extend credit withouton assets falls to 7 percent, the differentia
the cushion and safety provided by the stockbetween that figure and the cost of debt must b
holders’ equity, this borrowing process is alsanade up from total profits.
referred to as “trading on equity.” That is, A bank holding company is composed of at
utilizing the existence of a given amount ofleast two tiers, parent and subsidiary, and eac
equity capital as a borrowing base. Stockholderger may issue long-term debt in its own name
and management often view leveraging as &everal different types of long-term debt instru-
favorable financial alternative because if ownergsents are utilized by holding companies. Corpo
have provided only a small portion of totalrations make use of instruments such as debe
financing, much of the financial risk will be tures, convertible debentures, term loans, capit
borne by the lenders, alleviating the need of th@otes and mortgage notes. (See Manual sectic
stockholders to assume the total risk. In addi2080.0—“Funding”). While most issues are
tion, by raising funds through long-term debtgenerally sold to the public, in some cases
the owners gain the benefits of maintaining conissues of subsidiaries have been placed direct
trol of the firm with a limited investment rather With another subsidiary, the parent company, o
than diluting existing ownership via the sale offerhaps with an unaffiliated banking institution.
additional capital stock. Alternatively, issues presently held on the book
There are, however, some unfavorable aspec® the parent may have been originally issued b
in this type of financing. As a holding companyone of the subsidiaries and later transferred t
substitutes debt for equity, keeping its asset siZ8€ parent. These transfers have often occurre
constant, its leverage ratio will increase. Theét the time of the formation of the holding
increase in leverage increases the probabilitompany when debt of the subsidiaries wa
that a company may go into default since @ssumed by the parent.
larger portion of the income stream generated The proceeds of parent company long-tern
by earning assets must then be used to me@€bt may be advanced to banking subsidiarie
increased fixed charges (interest expense). (THiS debt or invested in banking subsidiaries a
assumes that increases in future earnings are Uity When parent debt is issued, and th
anticipated. While earnings may be sufficient tgProceeds are advanced to subsidiaries as debt

meet fixed interest expenses at the time the deﬁ?nﬁition of (;simple_ Ieveragé.existsb. .\é\.lhgn ,
is issued, it is possible that future earnings wilPUch Pproceeds are invested in subsidiaries :
quity, a condition of tlouble leverageis said

not be sufficient to meet the increased expeng=1-"". : - . L
es.) In addition, utilization of leverage reduceio exist since the increase in the subsidiar
management flexibility in making future deci-. ank’s Ca.pltal base W'".a”OW the bank to
sions because lenders impose restrictive covdicrease its own borrowings.In effect, the

nants that may limit future debt issues, limit 1. Parent companytbtal leveragé may be defined as the

diVid.e'nd payments, or impose constraints ORejationship between equity at the parent level and the totz
specific operating ratios. However, not all of theassets of the parent company. Such assets typically consist
effects Of |ncreased |everage are unfavorabl@VeStmentS in bank and nonbank subsidiaries, advances
i ~ _affiliates, deposits with bank affiliates and securities. A usefu
Additional Iong term c_iebt may h.ave the fa\_/or related measure of parent company leverageinis€estment
able effect of _eXtendmg mqturltles on obliga-everaga which may be defined as the relationship between
tions and may improve liquidity. parent equity and its equity investments in subsidiaries. Sinc
Leverage ratios measure the contribution ofhe equity which has been invested in subsidiaries can, an
. . : . ften is, further leveraged by external borrowings of such
owners ComparEd V\,"th the flnancmg pI’OVIdQ ubsidiaries, this type of parent company investment leverag
by lenders. Companies with low leverage ratiogan lead to what is referred to agduble leverags
generally have less exposure to loss when the
economy is in a recession, but they may alsgHc Supervision Manual December 1992
have lower expected returns when the economy Page 1
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parent’s capital injection which was funded bythe holding company’s ability to act as a source
debt, provides the bank with greater debt capaof strength to its bank subsidiaries, and thus
ity, thereby allowing the bank to borrow addi- does not favor the use of a substantial amount of
tional funds on its own. Therefore, the originalacquisition debt in bank holding company for-
borrowing by the parent has, in effect, beemations. However, the Board recognizes that
compounded when the bank borrows based aie use of acquisition debt in the formation of
its newly injected equity. certain holding companies may be necessary,
If the parent debt is reinvested as equity in @articularly when transferring the ownership of
bank, the servicing of interest and principal issmall community banks (approximately $150
usually provided by dividends paid to the parentillion or less), and the maintenance of local
by the bank subsidiaries. The bank dividendsgwnership in those banks. To this end, and in
however, may become restricted based on th@e interest of maintaining a safe and sound
bank’s earning power which may not providebanking system, the Board has adopted a policy
for sufficient retention of earnings to support itsfor assessing financial factors in the formation
asset growth. Problems may be less severe whefsmall one-bank holding companies. (see Man-
parent debt is downstreamed as debt to the bamkal section 2090.2)
subsidiary. When the terms and maturities of the
indentures match, the obligation of a bank to
meet its interest and principal payments to thd(010.1.2 INSPECTION
parentare contractual and represent fixed charg€ONSIDERATIONS
(interest is tax deductible) which will continue
up to the maturity of the note. When funds areGenerally, it is not the examiner’s responsibility
downstreamed as equity and the bank typicallyo criticize the method of term financing used by
issues dividends to its parent, it is easier t@ bank holding company. The examiner, how-
restrict the flow of funds from the bank than ifever, should be familiar with the various types
the funds were downstreamed as debt whicbf leveraging and the possible ramifications that
results in bank payments of interest expensehey may have on a holding company structure.
Bank dividend declarations are subject to limitawwhile the use of ratios may show an excessive
tions imposed by sections 5199(b) (12 U.S.Cleverage position, indicating vulnerability, it is
60) and 5204 (12 U.S.C. 56) of the Unitedprimarily the corporation’s earning power that
States Revised Statutes, while interest paymendtctates the acceptable level of debt. Accord-
are not subject to such restrictions. ingly, the examiner should compute a holding
company'’s ability to meet its fixed charges (as
detailed in the preceding section) to determine
4010.1.1 ACQUISITION DEBT the appropriateness of the leverage position. If
the company’s earnings do not supportthe present
Some holding companies use debt for the acqufixed charge requirements, or if a declining trend
sition of subsidiary banks. The Board believess noted, appropriate comments are warranted.
that a high level of acquisition debt can impair

BHC Supervision Manual December 1992
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Parent Only
(Liquidity) Section 4010.2

4010.2.1 INTRODUCTION adequat@arent company liquidity must be keyed
to a finding that the parent has adequate liqui
Liquidity is generally defined as the ability of aassets, on an underlying basis, to meet its shor
company to meet its short-term obligations, tqerm debt obligations.
convert assets into cash or to obtain cash, or t0 2, Estimating the underlying liquidity of par-
roll-over or issue new short-term debt. Shortent liabilities and assets, giving particular atten
term is generally viewed as a time span up to @on to interest bearing deposits in and advance
year. Since a bank holding company does nab subsidiaries. Emphasis should be placed ¢
have the full range of asset and liability manageasset quality and the liquidity profile of the bank
ment options available to it that a bank does irind key nonbank subsidiaries. The estimates a
managing its liquidity position, it therefore, to be reflected in a statement of “Parent Com
needs to have a sufficient cushion of liquidpany Liquidity Position” as restated data with
assets to support maturing liabilities. Certaimppropriate explanations as to the basis for th
assets which normally would not be considere@estatement.
current may be readily sold to avert a liquidity 3. Using the statement of “Parent Company
squeeze. For example, a holding company mayiquidity Position” which includes five contrac-
be participating in long-term loans originated bytual and estimated underlying maturity catego
a Small Business Investment Company (S.B.I.Cyes into which data is to be slotted. They are:
subsidiary. If these loans are of good quality, the  a. Up to 30 days;
parent's share may be sold at little or no dis-  b. Up to 90 days;
count to that S.B.I.C. subsidiary, another sub- ¢, Upto 1 year;
sidiary, or an unaffiliated company to obtain the d. One to two years; and
needed cash. Consequently, the breakdown of e. Beyond two years.
assets segregating those that are current would The schedule provides for the use of effec
not necessarily be indicative of liquid assetstive remaining maturity categories for the paren
given the nature of bank holding company incompany’s short-term assets and liabilities, high
vestments. Therefore, liquid assets are defingghting funding surpluses or deficits at key
as those assets which are readily available apecified periods of timeg€xaminers have the
cash or which can be converted into cash on agption of including the statement in the inspec
“‘arm’s-length” basis without considerable loss. tion report to substantiate or clarify particular
Liquidity problems are usually a matter ofjudgments.
degree of severity. A less serious liquidity prob- 4. Using the conclusions drawn from the
lem may mean that the company is unable tgtatement of parent company liquidity position
take advantage of profitable business opportunis a basis for discussions with managemen
ties. A more serious lack of liquidity may meangxaminers will also comment on their findings
that a company is unable to pay its short-ternin detail on the “Analysis of Financial Factors”
obligations and is in default. This can lead to theyage in the inspection report.
forced sale of long-term investments and assets 5. Ascertaining that an organization with sig-
and, in its most severe form, to insolvency anghificant funding activities has in place:
bankruptcy. a. Internal parent liquidity management
policies which address and limit the use of

4010.2.2 SUPERVISORY APPROACH short-term funding sources to support variou:

TO ANALYZING PARENT COMPANY  subsidiaries; and

LIQUIDITY b. An internalContingency Plarior main-
taining parent liquidity under adverse situations

For bank holding companies with consolidated

assets in excess of $1 billion or material amountgn10.2.3 STATEMENT OF PARENT

of debt outstanding, or others, at the option oEOMPANY LIQUIDITY POSITION
the Reserve Bank, the analytical approach to

parent company liquidity will include the fol- The purpose of the statement of “Parent Com
lowing key elements: pany Liquidity Position” is to provide a consis-

1. Beginning an evaluation of parent liquid-tent method for analyzing parent liquidity. The
ity with an analysis of the&ontractualmaturity schedule isotintended to address the issue of
structure of assets and liabilities, extended to
consider the underlying liquidity of its intercom- BHC Supervision Manual December 1992
pany advances and deposits. Any judgment of Page 1
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interest sensitivity. While only conclusions drawndue to greater uncertainty regarding the assump-
from the schedule of estimated, effective maturitions that would go into any adjustments.
ties are to appear in the inspection report, exam- A logical point for assessing parent liquidity
iners should also collect data on contractuak an assessment of the contractual maturity
(remaining life) maturities of parent assets andtructure of the holding company’s balance sheet.
liabilities. Examiners will treat all externally Contractual maturities of assets and normal run-
funded nonbank entities of the parent compangff of liabilities are to be slotted into the five
in a similar fashion. maturity categories depicted. Once completed,
The maturity categories appearing on thehe examiner is provided with an initial indica-
schedule represent a basic analytical framewotion of whether the parent has an adequate cush-
for looking at funding mismatches and are noton of short-term liquid assets within the 0 to 30
necessarily appropriate for all organizations. Aslay and the 0 to 90 day categories to cover
such, categories can be adjusted to fit particulahort-term liabilities or whether a pattern of
circumstances. On a conceptual basis, the 3gnificant short-term funding gaps exists. Cer-
day period corresponds to a period during whiclainly, the identification of such gaps gives guid-
markets might be in temporary disarray due t@nce on obvious areas for further analysis. How-
an external shock. For the largest companiesver, the absence of short-term funding shortfalls
with substantial overnight and very short ternon a strictly contractual basis gives only limited
funding operations, an additional one-to-sevencomfort as the parent’s underlying liquidity still
day category may be needed. The 31 to 90 dayust be analyzed more deeply.
period allows for gauging the parent’s ability to
withstand internal adversity and demonstrate a
return to “normal” business operations. The 914010.2.4 ANALYSIS OF
to one year period is a reasonable planning NDERLYING SOURCES TO FUND
horizon over which an organization might beDEBT AND TO MEET OTHER
able to readjust its internal funding policies subOBLIGATIONS
stantially. In addition, the up to one year catego-
ries, as a group, complement the cash flovddjustments to the schedule that better reflect
analysis of debt servicing capacity by specifithe parent’s liquidity position will be made as
cally addressing maturing debt that must béhe next step in the analysis. These adjustments
either paid or rolled over at prevailing rates. Theequire the examiner's judgment on the under-
one to two year category provides an earlyying liquidity of the parent’s assets and liabili-
indication of any funding imbalances that wouldties with particular emphasis placed on interest
have to be addressed by management in th®earing deposits with bank subsidiaries and ad-
reasonably near term. As a practical matter, theances to both bank and nonbank subsidiaries.
over two year category has limited analytical
value in most cases and is included principally
to make certain that all deposits and advance4010.2.4.1 Interest Bearing Deposits With
are accounted for. Subsidiary Banks
Using these categories, funding surpluses or
deficits can be identified for specific maturityThe parent’s interest bearing depositgith the
intervals. Guidelines on acceptable practices faubsidiary bank(s) may represent either the tem-
funding surpluses and shortfalls are set for thporary placement of idle funds or a more perma-
examiners in evaluating gaps based on estirent source of bank funding. Temporary depos-
mated “underlying” maturities. Examinerswould its typically are structured to mature in 90 days
be expected to place particular emphasis on thar less, are generally not substantial in relation
up to 30 day period, where a net liquidity surto the overall size of the bank, are usually
plus would be expected to provide at least thasupported by substantial holdings of highly lig-
much time for a parent to ride out a shockuid bank assets, and could be repaid without
Similarly, the up to 90 day period would betriggering marketplace concerns regarding the
viewed as the relevant time to demonstrate torganization’s overall funding needs. Therefore,
the market that problems are being addresseéfithis pattern exists, the temporary deposits may
appropriately and are being brought under con-
trol. Imbalances in the 91 day to one year cate- 1. In concept, the parent could also have advances to bank

gories would generally have less significancesubsidiaries. Such advances are either booked as deposits
(typically off-shore time deposits to avoid reserve require-

. ments) or as instruments qualifying as Tier 1 or Tier 2 capital.
BHC Supervision Manual December 1992 To the extent that advances to banks are encountered, the
Page 2 analysis follows the same approach as with deposits.
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be considered highly liquid and slotted in the Qative gap of $400 million in the 0 to 30 day
to 30 day (or 0 to 7 day) period on the scheduletjme frame. The company’s balance sheetinclude
regardless of their contractual maturity dates. $2.5 billion in interest bearing deposits at the
Interest bearing deposits with the subsidiargubsidiary bank(s), with $1 billion maturing in
bank(s) that serve as a permanent source 80 days and $1.5 billion in 31 to 90 days.
bank funds are typically substantial in relation In the examiner's judgment, the entire
to the size of the bank and are usually placed t$1.5 billion due in over 30 days qualify to be
fund bank expansion without additional bankslotted in the under 30 day categérput the
borrowings. Here, judgments regarding underbank would face liquidity pressures to replace
lying liquidity should be keyed to the CAMELS this amount prior to its original maturity. How-
ratings on the bank’s liquidity and asset qualityever, $400 million, the amount needed to elimi-
as well as reasoned judgments on the bankisate the negative cumulative gap position, couls
ability to liquidate assets and/or replace thde replaced by the bank without undue marke
funds in the marketplace through additional boreoncern. Therefore, $400 million from the 31 to
rowings. Asset quality is regarded as critical a®0 day period should be reslotted in the appro
it is a leading indicator of bad news that will priate under 30 day period.
ultimately pull down earnings and undermine
market confidence. As a general principle, the
liguidity of the parent's deposits in bank(s)4010.2.5 ADVANCES TO
should be no better than the liquidity of theSUBSIDIARIES
bank(s), and subject to downgrading if bank
asset quality is suspect. If bank asset quality i§iven the typical composition of bank holding
worse than fair, the liquidity of these fundscompany assets, the examiner is likely tc
should be downgraded. For banks with asseincounter difficulty in determining the degree of
quality rated fair, the parent's deposits mightiquidity inherent in advances to subsidiaries.
still be considered liquid, but a closer analysis For those subsidiaries with satisfactory asse
of the particular situation would be warranted. quality, the examiner can usually assume th
Under the assumption that the bank’s assetubsidiary could sell qualifying assets to affili-
quality and liquidity positions do not negatively ate bank(s) up to the quantitative limitations of
impact the bank’s ability to liquidate or replacesection 23A, as long as the affiliated bank(s) ar
these funds, such deposits may be slotted in thedged to have adequate liquidity. The examine
0 to 30 day (or O to 7 day for large institutions)can also assume that the subsidiary, with a
period on the schedule regardless of the contraestablished program of secondary market ass
tual maturity. However, if these deposits aresales, could at least continue or even modestl
substantial, their replacement may trigger marexpand the scope of the program. For subsid
ket concerns. At this point, the examiner’s judg-aries without a program of asset sales, but whos
ment is necessary regarding an acceptable levasets are of the type that are readily marketab
at which a portion of the deposits could bein the secondary market, mited asset sale
replaced in the marketplace without triggeringorogram could be considered to provide som
such concerns. A starting point for the examineasset liquidity. However, caution should be use
should be to evaluate the funding gaps appeain estimating the magnitude of such sales, pat
ing on the contractual maturity schedule withticularly because large transactions could not b
particular attention paid to the 0 to 90 dayaccomplished quickly without risking market
period (0 to 30 days for large institutions).visibility and broadcasting concerns regarding
While it may be impossible for the bank(s) tothe corporation’s funding.
replace all the parent’s deposits without trigger- When nonbank advances are substantial, tf
ing concerns, the bank(s) may be able to replagearent has little or no practical access to th
only the portion necessary to eliminate the negdunds advanced. While an arm’s-length sale o
tive cumulative funding gap in the given timesuch a subsidiary or a large portion of its asset
period. If even this amount is deemed to béo a bank affiliate may not generate a loss, th
substantial, the examiner may have no othdunding requirements for a large transaction a
alternative but to treat the deposits in accorthe bank level would probably initiate market-
dance with the contractual maturity. For clarifi-

cation purposes, the followmg example IS 2. Subject to early withdrawal penalties which will be

provided: eliminated in consolidation.

The contractual maturity schedule of aBHC Supervision Manual June 1997
large holding company reflects a negative cumu- Page 3
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place concernd.Similarly, significantly above or worse, it is recommended that back-up lines
normal asset sales to an unaffiliated party wouldith “material adverse change” or similar escape
not only trigger market concerns, but wouldclausesnot be regarded as satisfactory support
probably also result in a significant discountto an imbalanced parent company funding posi-
Furthermore, although it is possible that anothetion.
nonbank subsidiary may act as the funding vehi- Furthermore, certain holding companies’ li-
cle, the subsidiary’s ability to generate the requiredbilities may often include unamortizing debt
funds may be restricted at best. Such restrictionisstruments. The company’s ability to retire or
may include marketplace concerns as well aeplace such issues at maturity should be evalu-
limitations on the maximum leverage positionsated as part or the organization’s overall liquid-
or creation of senior debt imbedded in debfty analysis. If it is the intention of management
covenants. to roll over the maturing issues, the evaluation
Advances to a subsidiary may be either shortshould be based on the company’s ability to do
term or long-term and are made for a variety o60. In cases where debt retirement is the route
reasons, including providing a temporary sourcehosen by management, the examiner’s evalua-
of income for the parent, enhancing a subsidtion and judgment should focus on the compa-
iary’s liquidity position, and supporting a sub-ny’s ability to generate the necessary funds
sidiary’s operations. Therefore, the purpose oéither through asset liquidation or the issuance
the loan, its maturity, as well as the degree tof equity instruments.
which high quality assets of a subsidiary cover The unamortizing portion of debt issues is to
the amount due to the parent, should also blee slotted in the appropriate maturity column of
considered in order to properly categorizdong-term debt. If the maturity of such issues
advances. falls due within the 0 to 90 day time frame, the
examiner should comment on the organization’s

4010.2.6. LIQUIDITY AND ability to replace the maturing issues or retire

them by the deployment of funds from other
LIABILITIES OF THE PARENT sources in a footnote on the schedule. If the

maturity of such debt is longer, the replacement
r retirement should be addressed in the corpo-
ation’s funding plan.

In regard to liabilities of the parent, the policy
presumption should be that their contractu
maturity reflects the underlying availability of
funds. Exceptions will reflect special circum-
stances, such as funding from foreign ownershiBr010 27 ANALYZING EUNDING
interests or partners in joint ventures who hav ISMATCHES

equity interests and an ongoing business rela-

tionship. The presence of back-up lines of Cred%ﬂer adjustments for the underlying liquidity of

he parent’sinterestbearing deposits and advances
. ! subsidiaries and the underlying maturity of its
Bx (;tesrtle h(i’ncalrjr?aetl?rri]t exc‘;me'lne;trgnatf'ssuslﬂgrm?rrw%biIities, the resulting schedule should provide
lying maturity P . the examiner with the framework for looking at
debt is materially longer than its Comracm.alfunding mismatches as a tool for assessing the
term, or that these lines will always be readily arent’s overall liquidity position. The position

avail%ble.blln factt),l organiza}tiorsl experiencirs ay be evaluated by the analysis of the under-
considerable problems, particularly asset quality . > .~ - . :
and liquidity, have found that these facilities aret%/]'ggsgﬁgfd%)g?ﬁiégpg ti(z)arérg)g dogytgagc;trtec\)rrr?ema

no longer available. i .
: . _het positive gap is expected and reflects the
The examiner should thus review back Upn;flrent’s ability to ride out a temporary market

for commercial paper, while especially desirabl
in the case of regional companies, should no

lines on a case-by-case basis and be aware@

any escape clauses in interbank agreemen Isarray. Although a negative gap in the 8 to 30

Specically, for companies with a compositeyoy Pty 2o e, 0 GIUSTT I DRCT
“3” or worse BOPEC ratingor lead banks with ’ Y P

asset quality of a declining *3” or worser be positive. Similarly, for most organizations,

: P «on the 0 to 90 day period is expected to reflect a
where asset qualitand liquidity are rated 3 positive position, regardless of a shortfall in the

3. Underlying liquidity estimates should follow the same31 t0 90 day perlod. Failure to meet these condi-

approach previously stated for deposits. tions requires _appropriate examiner comments
on the “Examiner's Comments” page of the
BHC Supervision Manual June 1997 report.

Page 4 The 91 day to 1 year time frame (as well as
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the 31 to 90 day period for certain larger organi- Footnotes to financial statements may als
zations) is less critical, and negative cumulativelay an important role in such an analysis. On
funding positions of modest size may be tolersuch footnote may be indenture restrictions ol
ated if the organization has demonstrated along-term debt. While a company may tempo-
ability to tap the funding markets, has readilyrarily alleviate a liquidity bind by paying off its
available backup lines of credit, has a reasorcommercial paper with short-term bank loans, i
able earnings retention policy, adequate fundsiay be faced with the problem of paying off the
flow coverage and other fund generating probank debt if it is precluded from issuing addi-
grams such as a dividend reinvestment plariional long-term debt.

Judgments on the reasonableness of any imbal-

ances in these longer term categories should be

weighed against the examiners’ estimates as t
the adequacy of these sources. In addition, t?-é010-2-8 REPORTING THE RESULTS
examiner should view these longer periods as F THE ANALYSIS

reasonable planning horizon over which the

organization should be able to readjust its fundin the normal course of the inspection, the
ing policies as well as provide an early indica-€xaminer should present his conclusions cor
tion of how funding imbalances, that may de-cerning liquidity to management. Where there i
velop, are to be addressed by management. an indication of some vulnerability, the exam-

A significant shortfall in the 91 day to 1 yeariner should solicit management's opinion anc
period is expected to be covered by a continany corrective action plans being considered. |
gency funding plan. While no single formula forit appears that management has not address
such plans is recommended or possible, eadtself to the vulnerable or inadequate situation
organization needs to address its own particul&@#n appropriate comment should be made. Th
situation and the options it faces. At minimum,results of this analysis should be discussed i
the organization needs to address possible mghe parent company section on the “Analysis of
ket shocks whether caused by its own actions drinancial Factors” page in the inspection report
by external events. Funding markets should bl addition, the examiner has the option of in-
addressed individually and as a group both as ®prporating the liquidity schedule in the report
their likely resiliency and the particular organi-to substantiate or clarify particular judgments.
zation’s position within each market. Contin-Criticism with respect to a liquidity shortfall
gency sources should be tested periodically a@nywhere within the 0 to 90 day time frame or,
to their viability. The examiner should reviewin most cases, the absence of a Contingenc
the reasonableness of assumptions and adglan to cover shortfalls in the under 1 year time
quacy of alternative courses as part of the conframe, should be carried forward to the “Exam-
pany’s liquidity analysis. Where no plan existsjner's Comments” page, the transmittal letter,
a plan acceptable to the corporation’s directorand be included in discussions with managemen
should be required. Even if there are no specific
concerns, the existence or lack of a plan should
be taken into account when assessing010.2.9 INSPECTION OBJECTIVES
management.

In analyzing liquidity, the examiner will 1. To analyze the contractual maturity struc-
encounter the least difficulty when liquid assetsyre of assets and liabilities, and then extend th
equal or exceed short-term liabilities. In thoseynalysis to the underlying liquidity of intercom-
instances, the liquidity position is considerethany advances and deposits, considering wheth
adequate. If the examiner notes adec“r"ng trensﬂ]e under|ying ||qu|d|ty is short-term or |0ng_
in the liquidity position, an appropriate com-term in nature.
ment may be warranted, even though sufficient 2. To estimate the underlying liquidity of par-
liquidity exists at that time. ent liabilities and assetsyith particular atten-

Conversely, the examiner will encounter thejon to interest bearing deposits in, and advance
most difficulty in analyzing liquidity when lig- to, subsidiaries. Place emphasis on:
uid assets are not sufficient to cover short-term 5. Asset quality; and

obligations. When this situation exists, it is not b. The liquidity profile of the bank and key
necessarily indicative of an inadequate liquidityhonbank subsidiaries.

position. At that point, the examiner must con- 3, To restate the estimates on the analysis
sider other readily available sources of cash nat
shown on the balance sheet (e.g., unused baskiC Supervision Manual December 1992
lines, dividends from subsidiaries). Page 5




Parent Only (Liquidity) 4010.2

“Parent Company Liquidity Position” using the 2. Slot the contractual maturities of assets
suggested broad contractual and underlying and normal runoff of liabilities into the five
maturity categories. categories on the “Parent Company Liquidity

4. To judge the adequacy of parent companyPosition” page.
liquidity, keying it to a finding as to whether the 3. On the schedule, make adjustments, as to
parent has adequate liquid assets, on an undéine underlying maturity of the parent company’s
lying liquidity basis, to meet its short term debtassets and liabilities.
obligations. 4. Review funding mismatches.

5. For BHC's that have significant funding 5. Review the reasonableness of the Contin-
activitiesat the parent level, to determine if thegency Plan’s assumptions and adequacy of
parent company has in place: alternative sources

a. Internal parent liquidity management a. If no plan exists, a plan acceptable to
policieswhich address and limit the use of shortthe corporation’s directors should be required.
term funding sources to support subsidiaries. b. Even if there are no specific concerns,

b. An internalContingency Plarior main- the existence or lack of a plan should be taken
taining parent liquidity in the face of adversity. into account when assessing management.

6. To draw conclusions from the estimated 6. Discuss the results in the parent company
remaining effective maturities that appear in thesection of the Analysis of Financial Factors
report. page in the inspection report.

7. Include in the ‘Examiner's Comments

page 1,criticism of liquidity shortfalls within
4010.2.10 INSPECTION PROCEDURESthe 0 to 90 day period or the absence of a
contingency plan to cover shortfalls in the under

1. Assess the contractual maturities of th@ne year time framethat were discussed with
parent company'’s balance sheet. management.

BHC Supervision Manual December 1992
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Banks
Section 4020.0

In making the determination as to the conditiortions. Areas of principal concern are: capita
of the holding company under inspection, aradequacy, asset quality, earnings, liquidity, ani
examiner must, as part of his examining procegquality of management. The examiner should b
dure, focus his efforts on analyzing the financiaéspecially alert to any exceptions or violations
condition of the bank(s) owned by the holdingof applicable statutes or regulations that coulc
company. Such an appraisal is obviously ohave a materially adverse effect upon the finan
paramount importance when one considers thatal condition of the organization. In addition,
the bulk of the consolidated assets and earningse examiner should also consider the conclu
of a holding company are represented by theions drawn as to the extent of compliance an
bank(s). The examiner must incorporate in théhe adequacy of internal bank policies that con
analysis, results of the most recent commercidtibute to the overall analysis of the bank’s
examination of the subsidiary bank(s). condition.

Therefore, for meaningful results, the analy- Inspection personnel should use the examine
sis of the subsidiary bank(s) should commencgon ratings of the other federal agencies (wher
after the results of the latest examination of thappropriate) when completing the inspection re
bank(s) have been obtained. The examiner in higort. However, if substantive differences of opin-
analysis of the bank must consider and detefen exist as to the bank’s composite rating,
mine whether certain key facets of a bank'sadjustments to the rating may be made an
operations meet minimum standards and corfeotnoted to indicate the change.
form, where required, to bank regulatory restric-

BHC Supervision Manual December 1992
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Banks
(Capital) Section 4020.1

One area of vital importance in the evaluation ohas adopted capital adequacy guidelines, th:
a bank’s condition is capital adequacy. Considinclude risk-based and leverage measures whic
eration should be given by the examiner whetheaipply to state member banks. The examine
the bank has sufficient capital to provide arshould refer to section 303.1 of ti@mmercial
adequate base for growth and a cushion tBank Examination Manudbr guidance on eval-
absorb possible losses, thereby providing prasating the capital adequacy of state membe
tection to depositors. In that regard, the Boardhanks.

BHC Supervision Manual December 1992
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Banks
(Asset Quality) Section 4020.2

The quality of a bank’s assets is another area aers is the “weighted average” of classifica-
major supervisory concern. Indeed, supervisor$ons, which takes into consideration the sever
consider the appraisal and evaluation of a bankity of a bank’s classified assets. In rating asse
assets to be one of the most important examinauality, the “weighted average” of classifica-
tion procedures. It will be established by thetions system is designed to distinguish the degre
bank examiner during the examination of a subef risk inherent in classified assets by ascribing
sidiary bank to what degree its funds have beeweights to each category of classification thereb
invested in assets of good quality that afforcproviding a more reliable measure of the impac
reasonable assurance of ultimate collectibilityf risk on bank capital.

and regularity of income. The examiner should The following weights are to be used:

have further determined that a subsidiary bank’s

asset composition is compatible with the nature

of the business conducted by the bank, the typelassification Weights
of customer served, and the locality. The hold=

ing company examiner is expected to commerfsubstandard 20%
upon the total classifications determined by th®oubtful 50%
bank examiner in relation to the bank’s capitalLoss 100%

Consideration should also be given to the sever-
ity of the classifications. If the classified assets
are considered not to possess a significant loss The ratio of weighted classifications to Tier 1
potential, favorable consideration should beapital is the primary criterion to be used in
accorded this factor. determining the quality of assets. However
Past due ratios should also be evaluated. lexaminers should also evaluate the adequacy
this respect, itis essential that trends be observeldan loss valuation reserves as compared t
Although a particular lending department’sweighted classifications. Loss potential inheren
delinquent outstandings or an institution’s overin weighted classified assets must be offset b
all past due percentage is presently considere@luation reserves and equity capital or appro
reasonable, a noticeable upward trend may hgriate comments should be made.
worthy of comment to management. Excessive Another tool that should be considered in
arrearages in any area warrant an examinertvaluating asset quality is the bank’s interna
comment in the inspection report. It behooveslassification list, if the bank’s lending proce-
managementto take appropriate actiontoimprovaéures and management are adequate. Addition
any undesirable past due levels. information on rating a bank’s asset quality is
In determining an organization’s asset qualavailable in the Uniform Interagency Bank Rat-
ity, one effective yardstick employed by exam-ing System.
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Banks
(Earnings) Section 4020.3

Comparison of earnings trends with other bankized accrued interest into interest income, or th
of similar size, along with an analysis of thenature of any large nonoperating gains whel
quality of those earnings, is probably the besanalyzing earnings. Further consideration shoul
initial approach in determining whether or not abe given to the general nature of a bank’s busi
bank’s earnings are satisfactory. Comprehensiveess or management’s mode of operation. /
surveys of bank earnings by peer group size afgank’s deposit structure and its resulting aver
tabulated by the Board and many of the Reservage interest paid per dollar of deposits may
Banks. The results are sufficiently detailed taliffer widely from that of other banks of a
permit various methods of comparison of thesimilar size and consequently, its earnings ma
earnings of a specific bank with those in its peebe substantially below average as a direct resu
group. of the difference. For example, the maintenanc
One ratio used as a means of measuring traf a high volume of interest bearing time account:
quality of a bank’s earnings is its return onin relation to total deposits is a major expense
average assets (net income after taxes dividexhd is quite often the cause for certain bank
by average total assets). If the ratio is low offalling below the average earnings of compara
declining rapidly, it could signal, among otherbly sized banks.
things, that the bank’s net interest income or A bank’s earnings should also be adequate i
margin is declining or that the bank is experi-relation to its current dividend rate. The percent
encing increased loan losses. age that should be retained in the capital accoun
Abank’s current earnings should be sufficients not clearly established. One thing is certain
to allow for ample provisions to offset antici- the need for retained earnings to augment cap
pated normal losses. Various factors to be conal will depend on the adequacy of the existing
sideredinthe determination of suchlossesincludeapital structure as well as the bank’s asse
a bank’s historic loss experience, the adequaagyrowth rate. Dividend payout rates may be
of the valuation reserve, the quality and strengthegarded as exceeding prudent banking pra
of its existing loans and investments and thdices if capital growth does not keep pace with
soundness of the loan and administrative poliasset growth. Prudent management dictates th
cies of management. a curtailment of the dividend rate be consideres
In assessing a bank’s earnings performandé capital inadequacy is obvious and greate
capabilities and the quality of those earnings, aparnings retention is required. Apparently exces
examiner should give consideration to any spesive dividend payouts or a record of recen
cial factors that may affect a particular bank’'soperating losses should lead the bank or BH(
earnings. For example, a bank located in amxaminer to refer to sections 5199(b) and 520
urban area of a large city may find it difficult to of the United States Revised Statutes and se
earn as much as a bank of similar size located ition 208.19 of Regulation H which restrict state
a rural community or a small city. The urbanmember bank dividends.
bank is usually subjected to a higher level of Analysis of net interest margins is of growing
operating expenses, particularly in salaries anidnportance. A comparison should be made of
local taxes. Moreover, its proximity to the largebank’s ability to generate interest income or
city and the competition afforded by biggerearning assets relative to the interest expens
banks may necessitate lower rates of interest associated with the funds used to finance th
loans as well as higher rates of interest on timearning assets.
deposits. Consideration should also be given to Additional information on rating bank earn-
the adequacy of the loan loss provisions aggs is available in the Uniform Interagency
referred to above, the inclusion of any capitalBank Rating System.
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Banks
(Liquidity) Section 4020.4

Liquidity is generally defined as the ability to One of the most common methods used b
meet short-term obligations, to convert assetarge banks to increase liquidity is to use addi
into cash or to obtain cash, or to roll-over ortional short-term borrowings. Some of the othel
issue new short-term debt. Various techniquelsasic means of improving liquidity include the
are employed to measure a bank’s liquidity posiuse of direct short-term credit available througt
tion. The bank examiner considers its locatiorthe discount window from Reserve Banks, the
and the nature of its operations. For example, ase of Federal funds purchases and the use
small rural bank has far different needs than &ans from correspondent banks.
multi-billion dollar money market institution. A bank’s liquidity must be evaluated on the
In addition to cash assets, a bank will hold fobasis of the bank’s capacity to satisfy promptly
liquidity purposes a portion of its investmentits financial obligations and its ability to fulfill
portfolio of securities that are readily convert-the reasonable borrowing needs of the commt
ible into cash. Loan and investment maturitiesiities it serves. An examiner’'s assessment of
are generally matched to certain deposit or othdrank’s liquidity management should not be
liability maturities. However, the individual restricted to its liquidity position on any particu-
responsible for a bank’s money managemenéar date. Indeed, the examiner should also focu
must be extremely flexible and have alternatéis efforts towards determining the bank’s aver
means to meet unanticipated changes in liquickge liquidity over a specific time period. The
ity needs. To offset these needs, other means efaluation should encompass the overall effec
increasing liquidity may be needed which mightiveness of asset-liability management strate
include increasing temporary short-term borgies. Factors such as the nature, volume ar
rowings, selling longer-term assets, or a combianticipated take-down of a bank’s credit com-
nation of both. Factors which the “money mitments, should also be considered in arriving
management” officer will consider include theat an overall rating for liquidity.
availability of funds, the market value of the If the bank examiner has commented on :
saleable assets, prevailing interest rates and thquidity deficiency at a subsidiary bank, the
susceptibility to interest rate risk, and the bank’$iolding company examiner should consider thes
earnings position and related tax considerationfindingsinthe overall analysis of financial factors.
Although most small banks do nothave a“money Additional information on rating a bank’s
manager,” they too must monitor their liquidity liquidity is available in the Uniform Interagency
carefully. Bank Rating System.
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Banks
(Summary Analysis) Section 4020.!

The condition of a bank provides importantmajor portion of the holding company’s consoli-
insight regarding the quality of bank managedated assets are held in the bank subsidiarie
ment. An appraisal of management’s perforFurthermore, at the parent level, the major asst
mance should be measured in terms of longs generally the investment in subsidiaries, the
term profitability, risk exposure, liquidity, and principal portion of which is the investment in
solvency; all geared toward assuring the bank’the bank(s). Therefore, with few exceptions, it is
continued profitability and overall sound finan-the overall condition of the bank subsidiaries
cial condition. Management must meetthe bank’that reflects the condition of the parent com:
challenges and position in the market plac@any. As the holding company examiner review:
among its competitors. It must make plans whiclthe examination report(s) for each bank subsidi
will achieve the objectives established by thary, a decision must be made with respect to th
bank’s directors. Management must be congeneral condition of each bank. When all the
stantly alert to the need for continued upgradingpank subsidiaries have been reviewed, th
and expanding of services and facilities teexaminer must put these findings within their
advance, support, and encourage the bank{soper perspective. For example, if four of five
growth. bank subsidiaries comprise less than 10 perce

Just as sound management decision makiraf the combined banking assets, it is the condi
will generally produce banks that are free frontion of the fifth bank subsidiary that will weigh
serious problems, ineffective management hdseavily in the analysis. In other words, if the
invariably been a prominent factor in almostfifth bank comprises 90 percent of the combinec
every serious problem bank situation. An exambanking assets, the parent's investment in the
iner must consider the degree and severity dfank also comprises most of the holding compa
problems that exist in the bank under examny's assets. Thus, the quality of the parent's
ination and attempt to establish the responassets would be reflected in the general cond
sibility for such. The examiner should seek tation of that bank and appropriate comments ar
determine to what degree the bank’s problemwarranted. It should be noted, however, tha
are attributable to questionable managememégardless of relative size, a bank experiencin
judgment as opposed to outside factors, such gsoblems should be commented upon in th
unfavorable economic conditions. summary analysis.

As indicated at the beginning of Part IV, the
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Supervision Standards for De Novo State
Member Banks of Bank Holding Companies Section 402(

4020.9.1 DEFINITION AND SCOPE OF mum, a de novo bank must maintain a tangible
THE DE NOVO BANK SUPERVISION Tier 1 leverage ratio of 9 percent for the first
POLICY three years of operationThe applicant’s (that
is, the proposed state member bank’s or th
The term “de novo bank” refers to a statebank holding company’s) initial projections of
member bank that has been in operation for fivasset growth and earnings performances shou
years or less. The application and supervisiobhe reasonably in line with the bank’s ability to
standards for de novo state member banks areaintain this ratio without relying on additional
found in SR-91-17. De novo state member bankapital injections. The de novo policy also applies
subsidiaries of bank holding companies are sulie newly converted commercial banks througk
ject to those policies. The standards discussed the third year of existence and to other types o
this section are limited to a de novo subsidiinstitutions that become Federal Reserve men
ary bank’s financial performance. bers for a three-year period beginning from the
The de novo policy also extends to commerdate following consummation. Any exceptions
cial banks that have been in existence for les® this policy that are being considered for con-
than five years and subsequently convert twerted banks should be discussed with Boar
membership. Because thrifts, Edge Act compastaff. Althoudh a 9 percent tangible leverage
nies, and industrial banks that are converting teatio is not required after year three, de novc
membership (“converted banks”) have not dembanks are expected to maintain capital ratio
onstrated operating stability as commerciatcommensurate with safety-and-soundness col
banks, they also are subject to the de novoerns and, generally, well in excess of regula
policy, regardless of how long they existedtory minimums.
before the conversion.
The policy applies to de novo banks through
the fifth year of operations. Experience hagt020.9.3 CASH FLOWS TO A BHC
shown that pronounced problems often surfacBARENT
during a new bank’s fourth and fifth years of
operation, frequently as a result of inexperiUnder the current policy on small one-bank
enced management, management and directoolding companies (see section 2090.2.3), d
changes, dissension among directors, directorabvo banks may not provide funds for servicing
lack of involvement, and poor lending practiceghe parent’s debt until the bank receives twc
during the early years. consecutive CAMELS ratings of 1 or 2 based or
full-scope examinations and, in the judgment o
the Reserve Bank, can be expected to contint
4020.9.2 CAPITAL STANDARDS FOR operating soundly. An exception to this prohibi-
SUBSIDIARY BANKS OF BHCs tion is the tax payments that are made in accol
dance with the Board’'s policy under Regula-
De novo subsidiary banks of bank holding comiion Y (see section 2070.0 aftRRS4-870).
panies are expected to maintain capital in con-
formance with the de novo policy guidelines of
SR-91-17. Initial capital in a de novo state mem-———————— _ _ )
ber bank should be reasonable in relation tg % A8t e poiey sboles 5 brk boking o
state law, the bank’s location and business plameserve also encourages bank holding companies’ nonmer
and the competitive environment. At a mini-ber bank subsidiaries to adhere to the same standards.
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Nonbanks
Section 4030.0

4030.0.1 INTRODUCTION of nonbank subsidiary loans to the bank affiliate
unless the bank had an opportunity to apprais
Generally, a subsidiary of a bank holding comthe credit at the inception of the loan. Therefore
pany is not liable for debts of any other subthe examiner should closely analyze the off:
sidiary of the holding company unless it isbalance-sheet activity of the nonbank subsidi
contractually obligated through guaranteesary, particularly activity relating to the sale of
endorsements, or other similar instruments. Thians shortly after they are made. Referenc
apparent legal separation may induce false coshould also be made to section 2020.7, regar
fidence that banks are insulated from problemig the transfer of low-quality loans or other
that may befall other subsidiaries of the holdingassets to avoid classification.
company. If a nonbank subsidiary of a bank
holding company finds itself in serious financial
trouble, several results are possible. The holding030.0.2 ANALYSIS OF FINANCIAL
company may work as it was intended, in thaCONDITION AND RISK ASSESSMENT
debts of the failing subsidiary are isolated and
not transferred to other subsidiaries so that @&ecause of the potentially damaging effect or
worst, the subsidiary and the parent (the holdinthe parent company or its bank subsidiary, th
company) fail. In this instance, other sub-examiner should conduct a detailed analysi
sidiaries, including bank subsidiaries, areof the financial condition and perform a risk
unharmed, and after a change in management assessment of the nonbank subsidiaries. Tt
ownership, they continue in operation. There i¢oss to the holding company may not be con:
no loss of confidence in the bank by its deposifined to the equity in and advances to the subsic
tors. However, this is not necessarily the resultiary. The contingent liabilities arising from the
Failure of a nonbank subsidiary may lead to amonbank subsidiary’s external borrowings are
lack of confidence in the affiliated bank’s ability quite often a large multiple of the parent's
to continue in business, which might precipitaténvestment. Particular attention should be
a run on the bank’s deposits. The failure of airected to holding companies that have mad
major nonbank subsidiary then may place itsnassive capital injections in order to rescue :
affiliated bank in serious financial trouble. Thefailing subsidiary or to satisfy the external debt
examiner should assess the impact that the faibbligations of the subsidiary.
ure or the potential failure of a nonbank subsidi- For each bank holding company with non-
ary may have on an affiliated bank with a simi-bank activities, examiners should prepare :
lar name. written risk assessment of each active nonbar
Usually, a financially distressed nonbank subsubsidiary, addressing the financial and manag
sidiary is aided by the holding company, whichrial concerns outlined belowThis assessment
will do everything in its power to rescue it from should be performed with the same frequenc
failure. At a minimum, refusal to do so would required for full-scope inspections. The purpos
undermine confidence in the strength of thef this assessment is to identify subsidiarie:
holding company. Refusal to aid its nonbankwith a risk profile that warrants an on-site pres:
subsidiary might even result in a rise in theence, even if the subsidiary does not mee
interest cost of the holding company’s futurethe minimum criteria set forth in section
debt in the capital markets and, more than likely5000.0.4.4.1, “On-site Reviews of Nonbank
preclude issuance of commercial paper. Subsidiaries.” In formulating this assessment
A holding company has considerable discrethe examiner should consider all available source
tion in choosing how to assist one of its troubledf information including, but not limited to—
subsidiaries. Because the bank is usually the
largest subsidiary, the holding company may findings, scope, and recency of previous
attempt to draw upon the resources of the bank inspections;
to aid the nonbank subsidiary. The bank can
transfer a substantial portion of its capital throug o
dividends o the parent company, which may, % e Sssessmen o ontank sctites 1 age, come
pass these funds on to the troubled nonba ny with oversight responsibility for multiple nonbank
subsidiary. Also, the nonbank may attempt tGubsidiaries.
sell part of its portfolio to the bank subsidiary to
improve liquidity. The Board's Interpretation 12 BHC Supervision Manual June 1994
C.F.R. 250.250 (at FRRS 3-1133) limits the sale Page 1




Nonbanks 4030.0

< ongoing monitoring efforts of surveillance andaffiliates, growth in assets, and the quality of

financial analysis units; oversight provided by the management of the
« information received through first-day lettershank holding company and nonbank subsidiary.
or other pre-inspection communications; The examiner should give particular attention to
 regulatory reports and published financiabppraising the quality of a nonbank subsidiary’s
information; and, assets because asset problems therein may lead
« reports of internal and external auditors. to other financial problems in the nonbank sub-

sidiary and the parent company or bank affili-
The risk assessment should address each nates. Examiners are expected to document in the
bank subsidiary’s funding risk, earnings expoinspection workpapers their assessment of the
sure, operational risks, asset quality, capitabverall risk posed by each nonbank subsidiary
adequacy, contingent liabilities and other off-and to summarize their assessment of nonbank
balance-sheet exposures, management informaetivities in the bank holding company inspec-
tion systems and controls, transactions wittion report.
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Nonbanks: Credit Extending
(Classifications) Section 4030.:

The examiner has four alternatives with respeatot corrected. An asset classified doubtful ha
to asset classifications. An appraisal of the degres®l the weaknesses inherent in one classifie
of risk involved in a given asset leads to asubstandard with the added characteristic th:
selection. The examiner can either “pass” thehe weaknesses make collection or liquidation i
asset or adversely classify the asset “subfull, on the basis of currently existing facts,
standard,” “doubtful” or “loss,” depending on conditions, and values, highly questionable an
the severity of deterioration noted. improbable. Assets classified loss are consic
Since the preponderance of all loans are sulered uncollectible and of such little value that
ject to some degree of risk, the following questheir continuance as recordable assets is ni
tion arises: To what point, or degree, must avarranted. This classification does not meal
given credit deteriorate to warrant a schedulethat the asset has absolutely no recovery c
criticism in the report of inspection? Generally,salvage value, but rather it is not practical ot
a passed credit has those characteristics whiclesirable to defer reserving against this bas
are recognized as being part of a normal riskally worthless asset even though partial recov
asset; the degree of risk is not unreasonable, tleey may be effected in the future.
loan is being properly serviced, and is either Although the System does not apply bank
adequately secured or repayment is reasonakdyandards when classifying nonbank assets, tf
assured from a specific source. classification categories are the same. Examir
Classification units are designated a®rs of BHC nonbank subsidiaries must apprais
“substandard,” “doubtful,” and “loss.” Asub- the assets in light of industry standards ant
standard asset is inadequately protected by tlenditions inherent in the market.
current sound worth and paying capacity of the For information on classifying a parent's
obligor or of the collateral pledged, if any.investment in and advances to a noncredit
Assets so classified must have a well-definedxtending subsidiary, see Manual sectiot
weakness or weaknesses that jeopardize the 1ig070.0, BHC Rating System.
uidation of the debt. They are characterized by For information on the sufficiency of non-
the distinct possibility that the nonbank subsidibank valuation reserves, see Manual sectio
ary will sustain some loss if the deficiencies are030.4.
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Nonbanks: Credit Extending
(Earnings) Section 4030.2

When analyzing the earnings of a nonbank sub- Questions to be answered in analyzing the
sidiary, the examiner should address two priearnings of credit-extending nonbank subsidi
mary questions: (1) Is the return on assets conaries include:
mensurate with the risk associated with the 1. What is the impact on the parent company
assets? (2) What is the impact of earnings anand affiliate banks of a nonbank subsidiary oper
trends on the parent company and affiliate banksiing at a loss?
While a nonbank subsidiary operating at a loss 2. Is the return on assets commensurate wit
may be in less than satisfactory condition, thehe risk inherent in the asset portfolios for those
loss may not necessarily result in a major adversgonbank subsidiaries operating profitably?
impact on the consolidated earnings. The non- 3. Areintercompany management/service fee
bank subsidiary’s total assets may be insignifiappropriate? From a supervisory perspective
cant in relation to the consolidated assets of theanagement and service fees should have
BHC, but operating losses may result in a sigdirect relationship to and be based solely upo
nificant reduction in its consolidated earningshe fair value of goods and services received.
position. ] o ) _ 4. Is the subsidiary required to reimburse the
In some cases, |n_dustry statistics will be availparent for the parent’s interest expense on bo
able for comparative purposes. However, gowed funds, the proceeds of which have bee
favorable comparison should not necessarily bgeated as “advances to subsidiaries?”
taken as depicting a satisfactory earnings condi- 5 |s the quality of the subsidiary’s earnings
tion. Actions by the parent company could influ-sond? For example, is the company understa
ence the earnings of its subsidiaries. For examyq the provision for loan losses, relying upon
ple, management and/or service fees can kgynoperating gains or capitalization of accrue
adjusted in order to alter the subsidiary’s earng,iarest?

ings to desired levels. Also, if the parent com- gheia| attention should be directed by the
pany is funding the subsidiary, the cost of funds,, s miner to the computation of the company’s
to the subsidiary can be adjusted above or belo, interest margin (interest income—interes

the parent’'s cost of funds thus affecting ne xpense, divided by average earning assets).

:gfovmvﬁh Ign?d(;'tr'r?g; ai‘::alljTg&rfnagﬁaggsgt:légﬂf'tudy of company yields on investments shoulc
y y 9 rovide a measure of the company’s ability tc

show a better return on equity than the ade-

quately capitalized independent counterpalijESt its funds in earning assets that provide

experiencing a good return on its assets. A]rsate of retumn above the company's cost of

important as return on equity is as a measurémds' As net interest margins narrow, the com

of performance, for nonbank subsidiaries, parp_any may find it more difficult to generate suffi-
ticularly those that are thinly capitalized, absoClent income to meet operating expenses.
When discussing growth in earnings, the

lute level of earnings or return on assets provide ) hould clearly diff tate bet
a more meaningful measure of earning§*@MmIner snould ciearly difierentiate betweer

performance. increases due to increased net interest incon
The cash return to the parent from its investOn & constant base of earning assets as cor
ment in and advances to a subsidiary less if&éd to an increase in the eaming asset ba
costs to carry the assets and related expensWith a concurrent proportional increase in ne
should exceed the cash return available from aRterest income. Any improvement in net inter-
investment of a similar amount in securities ineSt income as a percentage of earning asse
order to justify retaining the subsidiary. If it may reflect favorably on management's ability
seems that an alternative employment of fund® invest its funds at favorable yields or its
would be more rationaL the examiner shoukﬁbl'lty to find less expensive sources of funds.
inquire as to management’s plans to improve
subsidiary earnings.
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Nonbanks: Credit Extending
(Leverage) Section 4030.:

As a general rule, credit-extending nonbank subzompany has little, if any, capital “cushion”
sidiaries are funded by the proceeds of parentith which to absorb any asset “shrinkage” or
company borrowings through instruments sucloss. The examiner may then conclude and pos
as commercial paper or medium to long-ternsibly recommend that additional capital be pro-
debt or a combination thereof. Equity generallyided for the credit-extending nonbank subsidi-
represents only a small portion of fundingary so that its leverage may be reduced and it
resources. There are instances, however, whetapital structure altered to reflect more closely
the nonbank subsidiary will arrange direct fund-an independent organization in the same or sin
ing from external sources. This is especially trudar industry.
in certain States where there are tax advantagesFunding should be reviewed to determine tha
associated with direct external funding. the subsidiary (or the parent) is not mismatchin
Heavy reliance on borrowed funds by a nonmaturities by borrowing short-term funds and
bank subsidiary together with its limited capitalapplying them to long-term assets that are nc
position often results in a highly leveragedreadily convertible into cash. A mismatch of
financial condition that is quite sensitive tomaturities can lead to serious liquidity problems
changes in money market cost of funds. An A primary concern of the holding company
examiner should consider what a change in thexaminer is to determine whether the nonban
company’s cost of funds might do to its netsubsidiary has the capacity to service its debt il
interest margin and earnings. an orderly manner. Does the credit-extendin
Many BHCs operate on the premise that aonbank subsidiary have sufficient liquidity and
nonbank subsidiary needs little capital of itshow much will it have to rely on the parent
own as long as the parent company is adesompany for funds to retire debt to unaffiliated
quately capitalized. Implicit in this operating parties? Factors to be considered include:
practice is management’s belief that the parent 1. The subsidiary’s asset quality and its abil-
could act as a source of financial strength to it&y to convert assets into cash at or near currer
subsidiary in the event of difficulty at the sub-carrying value. Consider the maturities of bor-
sidiary level. However, experience has indicatedowings and whether they align with the sched
that in many cases, once trouble has developeded assets that will be converted to cash.
in the subsidiary, the parent is hesitant to direct 2. The subsidiary’s and the parent’s back-uy
additional funds to the subsidiary, arguing that ibank lines of credit available in the event com-
is best to limit losses and exposure and it isnercial paper cannot be refinanced.
imprudent for the parent to inject additional 3. The parent company’s ability to require its
capital at this time. Given this experience, it ishank or other nonbank subsidiaries to upstrear
often considered appropriate for an examiner textra dividends to support the illiquid position
comment on a subsidiary’s extended leverageaf one or more of its nonbank subsidiaries.
position, indicating to management that the
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Nonbanks: Credit Extending
(Leverage) Section 4030.:

As a general rule, credit-extending nonbank subzompany has little, if any, capital “cushion”
sidiaries are funded by the proceeds of parentith which to absorb any asset “shrinkage” or
company borrowings through instruments sucloss. The examiner may then conclude and pos
as commercial paper or medium to long-ternsibly recommend that additional capital be pro-
debt or a combination thereof. Equity generallyided for the credit-extending nonbank subsidi-
represents only a small portion of fundingary so that its leverage may be reduced and it
resources. There are instances, however, whetapital structure altered to reflect more closely
the nonbank subsidiary will arrange direct fund-an independent organization in the same or sin
ing from external sources. This is especially trudar industry.
in certain States where there are tax advantagesFunding should be reviewed to determine tha
associated with direct external funding. the subsidiary (or the parent) is not mismatchin
Heavy reliance on borrowed funds by a nonmaturities by borrowing short-term funds and
bank subsidiary together with its limited capitalapplying them to long-term assets that are nc
position often results in a highly leveragedreadily convertible into cash. A mismatch of
financial condition that is quite sensitive tomaturities can lead to serious liquidity problems
changes in money market cost of funds. An A primary concern of the holding company
examiner should consider what a change in thexaminer is to determine whether the nonban
company’s cost of funds might do to its netsubsidiary has the capacity to service its debt il
interest margin and earnings. an orderly manner. Does the credit-extendin
Many BHCs operate on the premise that aonbank subsidiary have sufficient liquidity and
nonbank subsidiary needs little capital of itshow much will it have to rely on the parent
own as long as the parent company is adesompany for funds to retire debt to unaffiliated
quately capitalized. Implicit in this operating parties? Factors to be considered include:
practice is management’s belief that the parent 1. The subsidiary’s asset quality and its abil-
could act as a source of financial strength to it&y to convert assets into cash at or near currer
subsidiary in the event of difficulty at the sub-carrying value. Consider the maturities of bor-
sidiary level. However, experience has indicatedowings and whether they align with the sched
that in many cases, once trouble has developeded assets that will be converted to cash.
in the subsidiary, the parent is hesitant to direct 2. The subsidiary’s and the parent’s back-uy
additional funds to the subsidiary, arguing that ibank lines of credit available in the event com-
is best to limit losses and exposure and it isnercial paper cannot be refinanced.
imprudent for the parent to inject additional 3. The parent company’s ability to require its
capital at this time. Given this experience, it ishank or other nonbank subsidiaries to upstrear
often considered appropriate for an examiner textra dividends to support the illiquid position
comment on a subsidiary’s extended leverageaf one or more of its nonbank subsidiaries.
position, indicating to management that the
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Nonbanks: Credit Extending
(Reserves) Section 4030.¢

The purpose of a credit-extending nonbank sub- Examiners should recommend the mainte
sidiary’s reserve for bad debts is to provide fomance of valuation reserves sufficient to offse
known and potential losses in its assets. Althougblassified losses and may recommend (as oppos
there is no specific formula for measuring theo require) that management charge-off the losse
adequacy of a reserve for bad debts, prudende the reserve account. The charge-off of class
dictates that the reserve account should be maified losses is considered appropriate in orde
tained at a “reasonable” level. What is reasonto assure that financial statements accurate
able depends on the quality of the subsidiary’seflect the company’s financial condition. The
assets, its collection history and other factsFederal Reserve System has the responsibility
However, from a supervisory perspective, thenonitor the bank holding company’s nonbank
reserve for bad debts should at least providsubsidiary statements for accuracy and cormr
total coverage for all assets classified “loss”pleteness. Failure by management to reflec
and still be sufficient to absorb future, unidenti-accurately the financial condition of the subsidi-
fied, “normal” losses, that are estimated basedry and/or parent company could result in &
on the “doubtful” and “substandard” classifica- formal corrective action to require charge-offs
tions and the company’s historic experienceor other adjustments to financial statements.
Valuation reserves for a going concern are not For additional information, see Manual sec-
considered adequate unless they can absatibn 4030.1, “Classifications.”

100 percent of identified losses and still have a

balance sufficient to absorb future losses from

continued operations.
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Nonbanks: Noncredit Extending
Section 4040.0

The noncredit-extending nonbank subsidiaried040.0.1 EARNINGS
provide services or financial products other than
extensions of credit. Some of these companids analyzing these subsidiaries, the examine
are insurance agencies, credit life and credi&hould consider the following:
accident and health insurance underwriting 1. Are any noncredit-extending subsidiaries
companies, electronic data processing centersperating at a loss or incurring low levels of
management consulting firms and advisorgarnings? If so, what is the cause and doe
companies. it have a material impact on consolidated
The operations of some insurance agenciesarnings?
are conducted on the premises of the bank sub-2. Does the loss result in the subsidiary’s
sidiary(ies) by personnel who often serve aseliance on the parent company or bank subsic
officers or employees of the bank. These compaary(ies) for financial support? If so, in what
nies usually incur little or no liabilities and form is the support provided?
require only nominal capitalization because risk 3. If a loss has been incurred, has manage
is limited. However, their commission income isment initiated corrective measures? If not, why
often substantial and a steady source of fundsot?
for the parent company. Nevertheless, insurance 4. Are the fees charged by the parent fol
“underwriters” typically have strong capital services rendered limited to thefair market
bases, good liquidity and profitable operationsvalue? The answer to this question will almost
Furthermore, their operating risks are generallplways depend on information supplied by man
stable and predictable. agement. Management should be aware of th
Electronic data processing centers are oftefair market rates charged by their competitor:
established under section 4(c)(8) of the Actfor similar services rendered.
which permits them to sell their services to 5. Are the rates charged affiliates commenst
affiliated and unaffiliated customers. Sectiomate with the services provided and similar to
4050.0 of this Manual cites examples of how amates charged nonaffiliated customers?
EDP servicer can have an unfavorable impact
on the parent company or its affiliates. Manage-
ment consulting firms and advisory companie€040.0.2 RISK EXPOSURE
usually require little capitalization and no fund-
ing and generate favorable earnings. Of thén noncredit-extending subsidiaries, risk expo:
noncredit-extending subsidiaries, insuranceure, of any meaningful magnitude, is often
underwriters and EDP servicers are generallselated to possible losses arising from lega
the only companies requiring capital and fundactions for failure to perform services as con
ing in significant amounts. tracted. The examiner should determine that th
However, all subsidiaries are subject to someubsidiaries are being operated effectively b
level of risk, which could impact on the BHC. experienced and competent personnel under tl
In the case of insurance underwriters, insuranadirection of satisfactory management. The
benefits paid could exceed actuarial estimatesxaminer should further determine that paren
Such a situation, however rare, could necessitatmpany management exercises appropria
financial support from the parent company. EDRontrols over the activities of the subsidiary.
servicers could, as a result of excessive conBecause of potential liability, the examiner shoulc
puter down-time or equipment obsolescencegscertain whether the subsidiaries have adeque
impact on consolidated earnings or require addinsurance coverage (i.e., errors and omission
tional capital contributions. In addition, contin- public liability, etc.). The examiner should be
gent liabilities, resulting from legal actions oralert to any contingent liabilities that would
failure to perform, could be a large multiple of ahave a significant impact of the parent com:
subsidiary’s capital and may affect the parent. pany. For example, the parent company migh
guarantee the payment of debt or leases for tf
subsidiary.
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Nonbanks: Noncredit Extending (Service Charters)
Section 4050.0

The internal services subsidiaries generally deriveervice centers do not have a material effect o
their business only from the parent compangonsolidated earnings performance as they pre
and its affiliates. Examples of such companieside essential services at costs comparable ¢
include forms printing firms, owners and operabelow their independent counterparts. They ust
tors of banking premises, and EDP servicinglly operate on a break-even basis or at a nom
companies. Banking premises subsidiaries aral profit. However, there are some subsidiaries
established to hold or operate properties usddcluding EDP servicers, which also provide
wholly or substantially by the parent’s subsidi-services indirectly to unaffiliated concerns. EDF
ary for its banking business. Generally, theiservicers operating under section 4(c)(1)(C) o
operations do not impact unfavorably on theahe Act, may provide services to customers o
parent company. However, in instances wherits bank affiliates, provided that the service con
the banking premises are not wholly occupiedract is between the bank and the customer. ED
by a banking subsidiary, the examiner shouldervicers that operate as independent subsic
ascertain that the excess space is fully leasedfies under section 4(c)(8) of the Act are no
rented. A high vacancy level could result insimilarly restricted and are not considered “not
unprofitable operations or result in an abnormafor profit” organizations.
rental charge to the banking subsidiary in order A financial analysis of a “not for profit”
to operate the subsidiary on a profitable, oservice subsidiary should concentrate on th
break even, basis. organization’s ability to control its expenses anc
EDP service centers provide bookkeeping oits ability to provide its services to its affiliates
data processing services for the internal operat fair market value. Failure to control expense:
tions of the holding company and its subsidiinay result in excessive charges to affiliates t
aries, and store and process other banking, finatire detriment of the affiliate.
cial or related economic data. Generally, these
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Consolidated
(Earnings) Section 4060.C

For purposes of an analysis of earnings, analyskssses” and the volume of nonaccrual and rene
of bank holding companies have placed considgotiated or restructured credits. A large provi-
erable weight on consolidated BHC financialsion for loan losses is made necessary by poc
data. Consolidated data, however, can be veuality assets which result in large charge-off:
misleading since bank assets and revenues drevaluation reserves. In order to replenish the
large in relation to their profit margins. On thereserve for loan losses to adequate levels t
other hand, the volume of nonbank assets igrovide ample coverage against known an
generally not nearly as large, but profit marginpotential losses, large amounts of revenues mu
(or losses) tend to be much more substantiabe “set aside.” Nonperforming and renegotiatec
The organizational structure of a holding com-credits either provide no income or provide a
pany is of prime importance and must first beeduced rate of income to the extent that th
taken into consideration before attempting t@ssets are no longer profitable relative to th
analyze consolidated earnings. As an examplepst of funds and the cost of doing business. I
in the case of nonoperating shell bank holdingituations where earnings are below average ¢
companies with no nonbank subsidiaries, thensatisfactory,acommentconcerningthe amour
earnings of the bank subsidiary should be nearlgf provision for loan losses and volume of non-
identical with consolidated earnings for theperforming loans is warranted in the financial
organization. Therefore, in these instances, thanalysis.

views and ratings of the applicable bank regula- Other items of significance include taxes, par
tory agency would normally be accepted andicularly where tax credits are indicative of loss
would apply to consolidated earnings of theoperations, and extraordinary or nonrecurrin
BHC. This treatment would not apply to one-items. Extraordinary gains or losses are not th
bank and multi-bank holding companies withresult of the normal operations of a company
substantial credit-extending nonbank subsidiand should be analyzed independently fron
aries. These holding companies require anperatingearnings. Generally, extraordinary item
in-depth analysis of earnings because of theesult from the sale of current or fixed assets
adverse impact that a poorly operated subsidiaivhen significant amounts are involved, examin
can have upon the consolidated earnings of thers should determine the underlying reasons b
BHC. hind such transactions.

In order to properly analyze consolidated After an analysis has been made of the perti
earnings, it is best to review and study a consolRent components of earnings, analyze the “bot
idating statement of income and expense for theom line” or net income of the consolidated
purpose of determining each entity’s contribucompany. Generally, analysts relate net incom
tion to earnings. It is important to recognize thato several benchmarks in order to evaluate pe
there need be no direct correlation between thi@rmance. The ratios of earnings as a percenta
asset size of a subsidiary and its relative contrief average equity capital or average assets a
bution to total consolidated earnings. For exammost widely used. Conclude the analysis with ¢
ple, a subsidiary accounting for a minute portiorcomparison of a company’s ratios in relation to
of consolidated assets could substantially negaits peer group.
satisfactory earnings of its larger asset base affil- Comparatively low earnings relative to its
iates because of poor operations and sizeabpeer group may be a reflection of problems an
losses. weaknesses such as lax or speculative crec

When evaluating consolidated earnings, it ipractices (resulting in nonearning assets or loa
important to review the component parts oflosses), high interest costs resulting from exces
earnings for prior interim or fiscal periods forsive debt, or rapid expansion into competitive
comparative purposes in order to determinéndustries subject to wide variations in income
trends. Considerable attention is to be focusepotential.
on the various income and expense categories. Earnings on a consolidated basis are the be
The net interest income (difference betweemeasure of performance. Moreover, while the
interest income and interest expense) of a conearnings of individual subsidiaries must not be
pany is highly revealing as it will give an indica- ignored, the ability of holding company man-
tion of management’s ability to borrow at attrac-agement to control the level of reported earn
tive rates and employ those funds with maximunings in any one subsidiary reaffirms the practi
profitable results.

Items having a significant impact on earning8HC Supervision Manual December 1992
include the noncash charge, “provisions for loan Page 1




Consolidated (Earnings) 4060.0

cality of using the consolidated approach tdhe sufficiency of the provision to loan loss
analyze holding company profitability. reserves and the asset quality of the organiza-

Essentially, the following points summarizetion. A high level of earnings that did not
areas which should be considered when analymclude sufficient provisions to the loan loss
ing consolidated earnings: reserve during a period of high charge-offs may

1. Thereturnonconsolidated assets and equitgsult in reductions in the reserve balance and
capital, as well as historical trends and peethereby call to question the merits of high earn-
group comparisons. ings in the face of declining reserve balances.

2. The ability of earnings to provide for capi- 4. The ability of management to prepare real-
tal growth, especially when taking into considerdstic earnings projections in light of the risk
ationrecentand planned assetand depositgrowttructure and quality of assets.

3. The “quality” of earnings is affected by
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Consolidated
(Asset Quality) Section 4060.1

The evaluation of asset quality based on classifexaminations reveals a relatively constant o
cations of “substandard, doubtful and loss,” isstable level of classifications, then the timing of
one of the most important elements to be takethe most recent examination would not invali-
into consideration when performing a financialdate use of the analytical tool. As such, the
analysis of a holding company because of theechnique may be employed when circum:
severe impact that poor quality assets can hawstances permit.
on the overall condition of the organization. Other factors to be considered in determining
Procedures to measure asset quality of banksset quality include the levels of nonaccrua
involve the use of the relationship of weightedand renegotiated loans, other real estate owne
classified assets to Tier 1 capital funds and totand past due loans. While these assets may n
classifications to total capital funds. Accordingly,be subject to classification, they usually repre
consolidated asset quality could be based on ttsent former or emerging problem loans. More:
relationship of aggregate weighted classifiedver, in the aggregate, they may represent
assets of the parent company, bank subsigignificant proportion of the asset portfolio. If
iary(ies) and nonbank subsidiary(ies), to Tier Isuch is the case, they should be taken int
capital. consideration when the examiner determines hi
However, a problem encountered when vieweverall rating of asset quality.
ing asset quality on a consolidated basis is the It is difficult to rely on the adequacy of con-
fact that in multi-bank holding companies theresolidated reserves because they are “fractured
is usually a large timing difference between thend protect portfolios in different organizations
dates of examinations of the banking subsidiand may not be interchangeable or transferabl
aries. Therefore, the aggregating of classifiedhe reserve of each entity in the corporate struc
bank assets from reports prepared at differemitire must be reviewed or analyzed individually.
times, reduces the currentness and validity dfor example, if consolidated reserves appes
conclusions drawn. This problem can only beénadequate, there is no consolidated reserv
eliminated by using common examinationaccount per se that could be increased to ad
and inspection dates which are not generallguate proportions. Consequently, the inadequac
available. would have to be identified at the parent ol
Despite the shortcoming of using classificasubsidiary level. Conversely, if consolidated
tion information from different dates, an exam-reserves appear to adequately cover the aggt
iner may determine that there is a sufficiengate of all “loss” and a certain portion of
measure of validity in using the data and maydoubtful,” it does not insure that all subsidi-
present an analysis based on consolidateties have adequate reserves. Nevertheless, ¢
weighted classifications. For example, if therespite the shortcomings of using consolidatec
are a small number of bank subsidiaries and ifeserves, the analyst should not hesitate to calc
the examination dates are near a common poitdate and present a measure of the relationship
in time, timing differences may be inconsequeneonsolidated reserves to consolidated loans.
tial. Or, if a review of several years of a bank’s
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Consolidated Capital (Examiners’ Guidelines
for Assessing the Capital Adequacy of BHCs)  Section 406

4060.3.1 INTRODUCTION TO levels of risk. The guidelines generally apply

EXAMINER GUIDELINES FOR to those bank holding companies that hav

RISK-BASED CAPITAL $150 million or more in assets on a consolidate
basis.

To assist in assessing the capital adequacy of At year-end 1992, the risk-based capita
bank holding companies, the Board has estalguidelines require banking organizations to mee
lished two measures of capital adequacy, tha standard, a minimum ratio of total capital to
risk-based capital measure and the tier 1 leverisk-weighted assets of 8.0 percent and a mini
age measure. The tier 1 leverage measure msum ratio of tier 1 capital to risk-weighted
discussed in section 4060.4. assets of 4.0 percent.
The risk-based capital guidelines are intende
to better reflect the differences in credit-risk
4060.3.2 OVERVIEW OF RISK-BASED profiles among banking organizations anc
CAPITAL GUIDELINES explicitly factor off-balance-sheet exposures intc
the assessment of capital adequacy by weightir
The Board's risk-based capital guidelines (guidegn- and off-balance-sheet items by perceive
lines) focus principally on the credit risks assogegrees of credit risk. The basic elements of th
ciated with the nature of banking organizationsframework include definitions of capital that
on- and off-balance-sheet assets and on thgclude core elements and supplementary ele
type and quality of their capital. The informa- ments, assignment of on- and off-balance-she
tion provided in this section should be utilizeditems to broad categories of credit risk, and the
in conjunction with the risk-based capital guidemethodology for computing risk-based capita
lines in verifying the bank holding company’sratios for banking organizations on an interim
risk-based capital. Examiners must refer t@nd final basis.
Regulation Y (12 C.F.R. 225), appendix A, for |, addition, examiners should be aware tha
a complete description of the risk-based capiyhen certain organizations that engage in trac
tal adequacy guidelines for bank holdinging activities calculate their risk-based capita
companies. ) ratio under appendix A, they must also refer tc
The guidelines do not incorporate other facypnendix E of that part, which incorporates capi
tors that may also affect the financial condition) charges for certain market risks into the
of banking organizations. These factors includgjsk-pased capital ratio. Examiners should als
overall interest-rate exposure; liquidity, funding,refer to theTrading Activities Manuafor more
and market risks; the quality and level of earnyetajled supervisory guidance. When calculat
ings; the effectiveness of loan and investmenh their risk-based capital ratio under appendi
policies on operational results _a}nd the qu_allty o]‘A’ such organizations are required to refer tc
assets; and management's ability to monitor angynendix E for supplemental rules to determin
control financial and operating risks. qualifying and excess capital, calculate risk-
The major objectives of the guidelines are tQNeighted assets, calculate market-risk

make regulatory capital requirements moreqyivalent assets, and calculate risk-based cay
sensitive to differences in credit-risk profilesig) ratios adjusted for market risk.

among banking organizations; to factor off-
balance-sheet exposures into the assessment of
capital adequacy; to minimize disincentives to
holding liquid, low-risk assets; and to achieve4060.3.2.1 Definition of Capital
greater consistency in the evaluation of the capi-
tal adequacy of major banking organizationg-or the purposes of the risk-based capital guide
worldwide. lines, a banking organization’s total capital will
The guidelines set fortminimumsupervisory consist of two major components: “core capital
capital standards for banking organizationselements” and “supplementary capital ele-
Therefore, banking organizations are expecteghents.” To qualify as an element of tier 1 or
to operate with capital levels above the minitier 2 capital, a capital instrument must be unse
mum ratios. This is particularly true for bankingcured and may not contain or be covered by an
organizations that are undertaking significantovenants, terms, or restrictions that are
expansion or that are exposed to high or unusual
BHC Supervision Manual June 1997
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Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs)  4060.3

inconsistent with safe and sound bankindhave so many votes per share that the voting

practices. power of the other shares is effectively over-
whelmed.
Although no formal limit is placed on the
4060.3.2.1.1 Tier 1 Capital amount of noncumulative perpetual preferred

stock that may be included in tier 1 capital, the
Tier 1 capital will consist of permanent coreguidelines state that bank holding companies
capital elements (common stockholders’ equityshould avoid overreliance on preferred stock
noncumulative perpetual preferred stock, a limand other nonvoting equity elements in tier 1
ited amount of cumulative perpetual preferrectapitall Bank holding companies that have
stock, and minority interest in the equity ofnonvoting, or effectively nonvoting, common
consolidated subsidiaries) less goodwill and othexquity and tier 1 perpetual preferred stock in
intangible assets that are required to be deducteekcess of their voting common stock are clearly
Common stockholders’ equity is limited to com-overrelying on nonvoting equity elements in
mon stock; related surplus; and retained earrier 1 capital. In such cases, it may be appropri-
ings, including capital reserves and adjustmentte to reallocate some of the nonvoting equity
for the cumulative effect of foreign-currency elements from tier 1 capital to tier 2 capital.
translation, net of any treasury stock; less net
unrealized holding losses on available-for-sale
equity securities with readily determinable fair4060.3.2.1.1.2 Perpetual Preferred Stock
values. For this purpose, net unrealized holdinGonsiderations
gains on such equity securities and net unreal-

ized gains (losses) on available-for-sale debtraditional convertible perpetual preferred stock,
securities are not included in common stockWhich the holder can convert into a fixed num-

holders’ equity. ber of common shares at a preset price, ordi-
narily does not raise supervisory concerns and

therefore generally qualifies as tier 1 capital.

4060.3.2.1.1.1 Common Stock Considerationsrowever* forms of preferred stock for which the
older must or can convert common stock at the

Imarket price prevailing at the time of conver-

A capital instrument that is not permanent, or_. ; ;
EIOI’I do raise supervisory concerns. Such pre-

that has preference with regard to liquidation o
the payment of dividends, is not deemed to b
common stock, regardless of whether or not it i
called common stock. Other preferences ma | th ket ori £ th tock
also call into question whether the capital instru e, as theé market priceé of the common stoc

ment is common stock. Close scrutiny should béalls. The potential conversion of such preferred
z%tock into common stock could pose a threat of

erred stock may be converted into an increas-
&g number of common shares as the banking
rganization’s condition deteriorates, for exam-

paid to the terms of common stock issues that.~ . o
have issued more than one class of comm ilution to the existing common shareholders.
he threat of dilution could make the issuer

stock. Preference features may be found in on luctant to sell new common stock or place the
of the classes and, if so, that class generall) suer under strona market pressure tF()) redeem
should not be treated as common stock. 9 p

From a supervisory standpoint, it is desirabl®’ repurchase the convertible preferred. Such

that voting common stockholders’ equity remainconvertible preferred stock generally should be

the dominant form of tier 1 capital. Accordingly, exglurde(: fr(l)mrtl;srrrl ?japtltall.( . may includ
the risk-based capital guidelines state that bankt erpetual preferred stock Issues may Include

holding companies should avoid overreliance off her provisions or pricing mechanisms_that

nonvoting equity elements in tier 1 capital. Non-WOUId provide significant incentives or pres-

voting equity elements can arise in connectiofures for the issuer to redeem the stock for cash,

withcommonstockholders’equityincaseswher(.?SpeCIaIIy at a time when the issuer is in a

a bank holding company has two classes Oweakened financial condition. As a general mat-

common stock, one voting and the other nonvo ter, an issue that contains such features would be

ing. Alternatively, one class may have so-calle(ﬁne“glble for tier 1 treatment.

super-voting rights entitling the holder to sub- 1. A noncumulative issue may not permit the accruing or

stantially more votes per share than the othgfayment of unpaid dividends in any form, including the form

class. In this case, the super-voting shares may dividends payable in common stock. Perpetual preferred

stock that calls for the accumulation and future payment of

BHC Supervision Manual June 1997 unpaid d?vi_dends is deemed to_be cumu_Iative, regardless of
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Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs) 40

4060.3.2.1.1.3 Considerations Regarding include in its tier 1 capital minority interest in
Minority Interest in Equity Accounts of the perpetual preferred stock of nonoperatin
Consolidated Subsidiaries subsidiaries. Furthermore, such minority inter-

o ) _ _ est may not be included in tier 2 capital unless i
Minority interest in equity accounts of consoli-can conclusively be proven that the stock is

because, as a general rule, it represents equiftcoyntants have permitted it to account fo

that is freely available to absorb losses in operafse netyal preferred stock issued through an SF
ing subsidiaries. Banking organizations ar

> : A s stock of the banking organization, rather tha
expected to avoid using minority interest as an

avenue for introducing elements that do nofS Minority interest in the equity accounts of &

otherwise qualify as tier 1 capital (such as‘consolidated subsidiary, the stock may not b

cumulative or auction-rate perpetual preferredicluded in tier 1 capital and most likely is not
stock) or that would, in effect, result in an!ncludable in tier 2 capital.
excessive reliance on preferred stock within Banking organizations may also use operat
tier 1 capital. If a banking organization uses itgng or nonoperating subsidiaries to issue subol
minority interest in these ways, Supervisor)dinated debt. As with perpetual preferred stocl
concerns may warrant reallocating some of théssued through such subsidiaries, it is possibl
minority interest in equity accounts of consoli-that such debt is in effect secured and therefor
dated subsidiaries from tier 1 to tier 2 capital. not includable in capital.

Whenever a banking organization hasincluded
perpetual preferred stock of an operating subsid-
iary in minority interest, a possibility exists that
such capital has been issued in excess of tH#60.3.2.1.1.4 Certain Tier 1 Cumulative
subsidiary’s needs for the purpose of raising’referred Stock
cheaper capital. Stock issued under these cir-
cumstances may, in substance if not in legdPn October 21, 1996, the Board approved th:
form, be secured by the subsidiary’s asset$!S€ of certain cumulative preferred stock instru

Should the subsidiary fail, the outside preferrednents in tier 1 capital for bank holding compa-
investors would have a claim on the subsidNi€S- These instruments, which are markete

iary’s assets that is senior to the claim that thiNder @ variety of proprietary names, such a

banking organization, as a common shareholde IPS and TOPRS, are issued out of a specia

rpose subsidiary that is wholly owned by the
has on those assets. Therefore, as a general rlﬁ rent company. The proceeds are lent to th

|sstuanclgs ;n gxc:lesg Of. a suk.)t5||d|$;]ys neggsl (E%rent in the form of a very long-term, deeply
not qualify for inclusion in capital. The possibil- ¢ 0 dinated note.

ity that a secured arrangement exists should be g,k holding companies seeking to issue

considered if the subsidiary lends significangych securities should consult with their District
amounts of funds to the parent banking organiFederal Reserve Bank. Such arrangements, whi
zation, is unusually well capitalized, has cashyive rise to minority interest upon consolidation
flow in excess of its operating needs, holds af the subsidiary with the parent holding com-
significant amount of assets with minimal creditpany, normally will be accorded tier 1 capital
risk (for example, U.S. Treasury securities) thastatus.
are not consistent with the subsidiary’s opera- To be eligible as tier 1 capital, such instru-
tions, or has issued preferred stock at a signifiments must provide for a minimum five-year
cantly lower rate than the parent could obtairconsecutive deferral period on distributions tc
for a direct issue. preferred shareholders. In addition, the inter
Some bank holding companies may use §ompany loan must be subordinated to all subol
nonoperating subsidiary or special-purpose entilg"nate_d debt and have the longest feasibl
(SPE) to issue perpetual preferred stock to out* aturity. .
side investors. Such a subsidiary may be set L)%f?illhitk?érr]ogunrfwL?I;t?\r/]gsp?rel;]esrtrrgcrjn:tncfik tggt?gr]ﬂ?
reatment for the dividends paid on the stogk. 1}04g company may include in te L capital,
) - s limited to 25 percent of tier 1 capital. Like
such arrangements, a strong presumption exisfgner preferred stock includable in capital, thes
that the stock is, in effect, secured by the assets
of the subsidiary. It has been agreed upon intesHC Supervision Manual December 1998
nationally that a banking organization may not Page 3
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instruments require Federal Reserve approvakbt securities, are not included in supplemen-
before they may be redeemed. tary capital. The Federal Reserve may take these
unrealized gains (losses) into account as addi-
tional factors when assessing an institution’s

4060.3.2.1.2 Tier 2 Capital overall capital adequacy.

Tier 2 capital consists of (1) a limited amount of
the allowance for loan and lease los8es4060.3.2.1.3 Deductions from Tier 1
(2) cumulative perpetual preferred stock (origi-and Tier 2 Capital
nal term of 20 years or more) including related
surplus (also includes cumulative perpetual prefhe risk-based capital guidelines require that
ferred stock exceedingitstier 1 limitation, includ-50 percent of the aggregate amount of capital
ing auction-rate preferred stock, or any othemvestments in unconsolidated banking and
perpetual preferred stock in which the dividendinance subsidiaries should be deducted from
rate is reset periodically, in whole or in part,the bank holding company’s tier 1 capital and
based on the holding company'’s financial condi50 percent from its tier 2 capital. If the amount
tion); (3) hybrid capital instruments, perpetualof tier 2 capital is insufficient for the required
debt, mandatory convertible debt securitiesgeduction, the additional amount needed would
(4) limited amounts (50 percent of tier 1 capital)be deducted from tier 1 capital. Reciprocal hold-
of term subordinated debt, intermediate-ternings of other banking organizations’ capital
preferred stock, and unsecured long-term deljistruments are to be deducted from the sum of
issued before March 12, 1988, that qualified agier 1 and tier 2 capital.
secondary capital when issued; and (5) limited
unrealized holding gains on equity securities.
Tier 2 capital may not exceed tier 1 capital (ne?1060.3.2.2 Risk-Weighting of On- and
of goodwill and other intangible assets require@ff-Balance-Sheet Items
tobe deductedinaccordance with section11.B.1.b.
of the risk-based measure of the capital adequadshe risk-based capital guidelines establish four
guidelines). general categories of credit risk. These catego-
The amount of mandatory convertible securities of credit risk reflect the nature and quality
ties that have the proceeds of common or pebf collateral, guarantees, and organizations issu-
petual preferred stock dedicated to retire oing or backing obligations. Assets and credit-
redeem them, and a maximum maturity ofequivalent amounts of off-balance-sheet items
12 years, should be treated as term subordinate@e allocated to the various categories, which
debt. Mandatory convertible securities, net oare assigned weights of zero percent, 20 per-
the stock dedicated to redeem or retire theent, 50 percent, and 100 percent depending on
issues, are included within tier 2 on an unlimitedhe perceived level of credit risk to the banking
basis. organization. The majority of on-balance-sheet
There is a limit on the amount of unrealizeditems will fall in the 100 percent category. The
holding gains on equity securities and the unreappropriate dollar value of the amount in each
alized gains (losses) on other assets. Up teategory is multiplied by the risk weight associ-
45 percent of pretax net unrealized holdingated with that category. The resulting weighted
gains (that is, the excess, if any, of the fair valugalues for each of the risk categories are added
over historical cost) on available-for-sale equitytogether.
securities, with readily determinable fair values, Off-balance-sheet items are incorporated into
may be included in supplementary capital. Howthe risk-based capital ratio through a two-step
ever, the Federal Reserve may exclude all or grocess. First, a credit-equivalent amdufur
portion of these unrealized gains from tier Zhe item is calculated by multiplying the item by
capital if the Federal Reserve determines that credit-conversion factor. Second, the credit-
the equity securities are not prudently valuedequivalent amount of the off-balance-sheet item
Unrealized gains (losses) on other types of assets,
such as bank premises and available-for-sale————

3. For interest-rate and foreign-exchange contracts, the
credit-equivalent amount is determined by multiplying the
notional amount by a conversion factor (which is different for
contracts maturing in one year or less and those maturing in
over a year) and adding the resulting amount to the positive
mark-to-market values of the contracts. The maximum risk
BHC Supervision Manual December 1998 weight applied to interest-rate and exchange-rate contracts is
Page 4 50 percent.

2. At year-end 1992, this allowance is limited to
1.25 percent of risk-weighted assets.
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is then categorized in the same manner diuid securities of superior credit quality that
on-balance-sheet items, that is, by credit riskdo not qualify for a preferential risk weight,
The credit-conversion factors, that is, factorgshen those securities may be disregarded i
ranging from zero to 100 percehgre intended determining the fund’s risk weight.
to reflect the risk characteristics of the activity The prudent use of hedging instruments by :
in terms of an on-balance-sheet equivalent. Ondend to reduce the risk of its assets will not
the credit-equivalent amount of the off-balanceincrease the risk weighting of the fund invest-
sheet item is calculated, that amount is thement. For example, the use of hedging instru
categorized in the same manner as on-balanceents by a fund to reduce the interest-rate ris
sheet items, that is, by credit risk. The resultingfits government bond portfolio will notincrease
sum of the risk-adjusted on- and off-balancethe risk weight of that fund above the 20 percen
sheet items is the bank holding company'’s totatategory. Nonetheless, if a fund engages in an
risk-weighted assets, which comprises thactivities that appear speculative in nature or th
denominator of the risk-based capital ratio. fund has any other characteristics that are incor

Generally, if an item may be assigned to moresistent with the preferential risk weighting
than one risk category, that item should bessigned to the fund’'s assets, holdings in th
assigned to the category that has the lowest rigkind will be assigned to the 100 percent risk
weight. An exception to this general rule existscategory.
for an investment in shares of a fund that invests Under the guidelines, the primary determi-
in various securities or money market instrunant of the risk category of a particular on- or
ments that are eligible to be assigned to differentff-balance-sheet item is the obligor. To a lim-
risk categories. In this case, the total investmerited extent, collateral or guarantees securin
would generally be assigned to the risk categorgome obligations may be used to place an iter
appropriate to the highest risk-weighted asseadr items in lower risk weights than would be
the fund may hold in accordance with the statedvailable to the obligor.
limits set forth in the prospectus. Bank holding The forms of collateral that are available for
companies have the option of assigning théhis purpose are cash on deposit in subsidiar
investment on a pro rata basis to different riskending institutions; securities issued or guaran-
categories according to the investment limits irieed by the central governments of the OECD
the fund’'s prospectus. Regardless of the risksased group of countries, U.S. government agel
weighting method used, the total risk weight ofcies, or U.S. government—sponsored agencie
a mutual fund must be no less than 20 percenand securities issued by multilateral lending insti
If the bank holding company chooses to assign ttions or regional development banks. Obliga
fund investment on a pro rata basis, and the sutions that are fully secured by such collateral ar
of the investment limits for all asset categoriesassigned to the 20 percent risk category.
as described in the fund’'s prospectus exceeds In order for a claim to be considered collater-
100 percent, it must assign risk weiglitased alized for risk-based capital purposes, the unde
on the assumption that the fund invests theing arrangements must provide that the clain
largest possible percentage of its assets in theill be secured by recognized collateral through:
highest risk-weighted categoriés|f, in order out its term. A commitment may be considerec
to maintain a necessary degree of short-terrwollateralized for risk-based capital purposes t
liquidity, a fund is permitted to hold an insignifi- the extent that its terms provide that advance
cant amount of its assets in short-term, highlynade under the commitment will be securec

throughout their term.

4. Interest-rate and exchange-rate contracts use conversion The market value of eligible securities usec
factors significantly below those used for other off-balanceas collateral should be used to determine wheth
sheet activities. These factors are assigned by remaining matgn obligation is partially or fully secured. For

rity, one year or less or more than one year, and range frorﬁartia”y secured obligations the secured por
0to 5 percent. !

4a. For example, assume that a fund’s prospectus permits

up to 30 percent of the fund's assets to be invested in 5. With regard to syndicated credits secured by cash ol

fluon(:j’;)(;r;::;ts :loslg-evvire;i?:;teedd ;Sggtsérzgntton:f_ V\Pe(_:i‘rﬁgé g;stgﬁeposit in the lead institution, there is a limited exception to
p 9 IRe rule that cash must be on deposit in the lending institutior

and up to 60 percent of the fund’s assets to be invested y) be recognized as collateral. A lending institution participat-

20 percent risk-weighted assets. In such a case, the baﬂn in theg ndication ma; tre;’:n its pro ?ata share o?the crpedi

holding company must assign 30 percent of the total invest: 9 4 s y pror A .
; as collateralized if it has a perfected interest in its pro rate

ment to the 100 percent risk category, 40 percent to th hare of the collateral

50 percent risk category, and 30 percent to the 20 percent ris ’

category. It may not minimize its capital requirement by .

assigning 60 percent of the total investment to the 20 percef@HC Supervision Manual June 1999

risk category and 40 percent to the 50 percent risk category. Page 5




Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs)  4060.3

tion is assigned a 20 percent risk weight. Anyeral Reserve for achieving adequate levels of
unsecured portion is assigned the risk weightapital that will satisfy the provisions of the
appropriate for the obligor or guarantor, if any.guidelines or with agreed-upon arrangements
The extent to which an off-balance-sheet item igstablished for designated banking organiza-
secured by collateral is determined by the degre@ns. In addition, such banking organizations
to which the collateral covers the face amounshould avoid any actions, including increased
of the item before it is converted to a credit-risk-taking or unwarranted expansion, that would
equivalentamountand assigned to arisk categorgwer or further erode their capital positions. In

Certain guarantees are recognized for riskthese cases, examiners are to review and com-
based capital purposes as follows: guarantees mfent on banking organizations’ capital plans
the OECD and non-OECD central govern-and their progress in meeting minimum risk-
ments; U.S. government agencies and U.Sased capital requirements.
government-sponsored agencies; state and locallt would be appropriate to include comments
governments of the OECD-based group of coursn risk-based capital in the open section of the
tries; multilateral lending institutions and regionalexamination/inspection report when assessing
development banks; and U.S. depository instituthe organization’s capital adequacy. Banking
tions and foreign banks. If an obligation is par-organizations should be encouraged to establish
tially guaranteed, the portion that is not fullyas soon as possible capital levels and ratios that
covered is assigned the risk weight appropriatare consistent with the organization’s overall
for the obligor or collateral, if any. An obliga- financial profiles. Examiner comments should
tion that is covered by two types of guaranteeaddress the adequacy of the banking organiza-
having different risk weights is apportionedtion’s plans and progress toward meeting and
between the two risk categories appropriate fomaintainingthe minimum capital ratios, according
the guarantors. to the guidelines.

4060.3.3 IMPLEMENTATION 4060.3.4 DOCUMENTATION

companies having $150 million or more in assets | pased capital ratios. Such systems should

on a consolidated basis. For bank holding comy g tricient to document the composition of
panies havindess than$150 million in assets he ratios for regulatory reporting and other

on a consolidated basis, the guidelines wil upervisory purposes. Generally, supporting

afptlﬁl only ttobthiirh si(le_bsidiary banks unlessaocumentation will be expected to establish how
(1) the parent bank holding company is engage anking organizations track and report their

in nonbank activity involving significant lever- capital components and on- and off-balance-
age (including off-balance-sheet act|.v|ty). %cheet items that are given preferential treatment.
(2) the parent holding company has a significary may be necessary for examiners to reassign
amount of outstanding debt that is held by th%n- or off-balance-sheet items that are given a

general public. referential risk weight to a weight of 100 per-
Banking organizations are expected to me

the minimum risk-based capital ratio by yearamear:jtéqxg:n supporting - documentation s
end 1992. The minimum ratio of capital to risk- Examinefs are expected to verify that bank
Wnghteld assets should kt.)e 8hpefrcent ?r. morf‘?olding companies are correctly reporting the
with at least 4 percent taking the form of tier L, \ation requested on the holding com-
capital. An assessment of the banking organiz yanies’ consolidated financial —statements
tion’s capital adequacy should reflect the leve FR Y-9C), which are used to compute the
and severity of the classified assets summariz ganizatioh’s risk-based capital ratios
in the examination and inspection. '

Banking organizations that do not meet the
minimum risk-based capital ratios, or that are
considered to lack sufficient capital to suppor4060-3-5 SELECTED SUPERVISORY
their activities, are expected to develop andcONSIDERATIONS FOR
implement capital plans acceptable to the Fed=ALCULATING AND EVALUATING
RISK-BASED CAPITAL

BHC Supervision Manual June 1999 ) ) ) )
Page 6 Examiners must consider certain requirements
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and factors when assessing the risk-based capital
ratios and the overall capital adequacy of bank-
ing organizations. Analysis of these requirements
and factors may have a material impact on the
amount of capital banking organizations must
hold to appropriately support certain activities
for on- and off-balance-sheet items. The treat-
ment of the following activities must be consid-
ered when assessing compliance with the guide-
lines and overall capital adequacy of banking
organizations.

» Certain capital-adjustment considerations:
— investments and advances to unconsoli-
dated banking and finance subsidiaries
— review and monitoring of intangible assets
— reciprocal holdings of banking organiza-
tions’ capital instruments
« Certain balance-sheet activity considerations:
— investment in shares of a mutual fund
— mortgage-backed securities
— loans secured by first liens on one- to
four-family residential properties
» Certain off-balance-sheet activity consider-
ations:
— securities lent
— unused commitments
— financial and performance standby letters
of credit
— avoidance of double-counting of interest-
rate and exchange-rate contracts
— treatment of commodity and equity swaps

BHC Supervision Manual June 1999
Page 6.1
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— netting of swaps and similar contracts  banking organization's consolidated capital

— assets sold with recourse if examiners find that the risks associated witt

« Considerations in the overall assessment dhe advances are similar to the risks associate
capital adequacy: with capital investments, or if such advance:
— unrealized asset values possess risk factors that warrant an adjustmel
— terms of subordinated debt and inter{0 capital for supervisory purposes. These ris|
mediate-term preferred stock factors could include the absence of collaters

support or the clear intention of banking organi-
zations to allow the advances, regardless c
form, to serve as capital to subsidiaries.

The Board does not automatically deduct
investments in other unconsolidated subsid
OECDyries or investments in joint ventures and
associated companies. Nonetheless, resourc
invested in these entities support assets th,
are not consolidated with the rest of the
bank holding company and, therefore, may no
be generally available to support additional
leverage or absorb losses of affiliated institu:

. o tions. Moreover, experience has shown tha
Generally, debt and equity capital investment§,ying organizations often stand behind the
and any other instruments deemed to be capitglsqes of affiliated institutions in order to

in unconsolidated banking and finance subsidis,giact the reputation of the organization a:
aries® are to be deducted from the consolidated \yhole. In some cases. this has led to losse

capital of the banking organizations, regardlesga have exceeded the investments in thes
of whether the investment is made by a parentpies.

bank. holt_:ling company or its direcf[ or indirect Accordingly, the level and nature of such
subsidiaries. Fifty percent of the investment ;. aqiments should be closely monitored. Fo
is to be deducted from tier 1 capital and 50 periiqi_pased capital purposes, on a case-by-ca

cent from tier 2 capital. In cases where tier 3 qiq 4 hank holding company may be require
capital is not sufficient to absorb the portion, geqyct such investments from total capital, tt
(50 p_ercent) of the investment allocated toit, th pply an appropriate risk-weighted capital charg;
remainder (up to 100 percent) is to be deductegdyqingt its pro rata share of the assets of th
from tier 1 capital. In addition, capital invest- jgiiniq g entity, to perform a required line-by-
§ine consolidation of the entity, or to operate

. . . Qkith a risk-based capital ratio above the mini-
consolidated for certain supervisory or regula

h il ; 9%mum. In determining the appropriate capital
tory purposes, such as to facilitate functionayeaiment for such actions, the Board will gener
regulation, are to be deducted from tier 1 an

h ital of the banki ization in th lly take into account whether (1) the banking
tier 2 capital of the banking organization in theq iz ation has significant influence over the

same proportion as for unconsolidated bankingancia| or managerial policies or operations o

and finance subsidiaries. . . . o
he affil 2) th k
Advances to banking and finance subsidiariet%e affiliated entity, (2) the banking organization

— ineligible collateral and guarantees

— overall asset quality

— interest-only and principal-only strips

— interest-rate risk

— claimson, and claims guaranteed by,
central governments

4060.3.5.1 Investments in and Advances
to Unconsolidated Banking and Finance
Subsidiaries and Other Subsidiaries

mpany) that appear to closely tie the activitie:
the affiliated company to the banking
rganization.

at the 100 percent risk weight (unless recogy
nized collateral or guarantees dictate weighty
ing at a lower percentage). However, such
advances may be deducted from the parent

6. A banking and finance subsidiary generally is defined a4060'3'5'1'1 Review and Momtormg of

any company engaged in banking or finance in which thjmang'ble Assets
parent institution directly or indirectly holds more than 50 per-

cent of the outstanding voting stock, or which is otherwiseFor pank holding companies, tier 1 capital is

controlled or capable of being controlled by the parenbenera” defined as the sum of core capita
organization. y p

7. An exception to this deduction is to be made in the case T
of shares acquired in the regular course of securing or collecBHC Supervision Manual December 1998
ing a debt previously contracted in good faith. Page 7
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elements less goodwill and other intangible assetmge loans and subsequently sells the loans but
required to be deducted in accordance with secetains the servicing rights. OMSAs are capital-
tion 11.B.1.b. of the risk-based measure of thézed as balance-sheet assets in the same manner
capital adequacy guidelines for BHCs. Certairas PMSAs as a result of a June 1996 Financial
intangible assetare not required to be deducted Accounting Standards Board decision (FAS 125),
from capital. “Accounting for the Transfers and Servicing of
Financial Assets and Extinguishments of
Liabilities.” FAS 125 requires the right to ser-
4060.3.5.1.1.1 Certain Intangible Assets That vice mortgage loans for others to be separately
May Be Included in Capital recognized as a servicing asset or liability, how-
ever the rights were acquired. Servicing becomes
All servicing assets, including servicing asset# distinct asset or liability only when it is con-
on assets other than mortgages (that idractually separated from the underlying assets
nonmortgage-servicing assets), are deemed idelPy sale or securitization of the assets with ser-
tifiable intangible assets. The only types oficing retained or by separate purchase or as-
identifiable intangible assets that may be includegumption of the servicing. See section 3070.0.6
i, that is, not deducted from, an organization’dor information on, and accounting for, mortgage-
capital are readily marketable mortgageServicing assets. ) ) )
servicing assets, nonmortgage-servicing assets,Purchased credit-card relationshigse iden-
and purchased credit-card relationships (PCCRdjfiable intangible assets associated with the
The total amount of these assets that are includét@ht to provide future advances and other ser-
incapital, inthe aggregate, cannotexceed 100 pefices to credit card holders and to provide
cent of tier 1 capital. Nonmortgage-servicingcorrespondent-merchant processing under credit
assets and purchased credit-card relationshiggrd arrangements that have been originated by,
are subject to a separate sublimit of 25 percend purchased from, another entity. PCCRs usu-
of tier 1 capital ally arise when a credit card portfolio is bought,
Purchased mortgage-servicing assets are ide#?d the purchaser acquires the current advances
tifiable intangible assets associated with th@utstanding under the credit card arrangements,
right to service mortgage loans. They usuallyvhich are tangible assets, as well as the right to
arise when the rights are purchased from th_growd_e futur_e services to the cardholders, Whlc_h
entity that originated the mortgage loans. AriS an intangible asset. The value of PCCRs is
organization that acquires purchased mortgagéerived from the anticipated profit the purchaser
servicing assets (PMSAs) has the obligation t¥ill earn from interest on future advances and
collect principal and interest payments and escroffom fees charged for other future credit card—
accounts from the mortgagor and to ensure thaglated services, after covering expenses and
all amounts collected from the mortgagor aréther operating costs such as credit losses.
passed on to the appropriate parties. For per- When calculating the limitations on mortgage-
forming these services, the servicer receives $£rviCiNg assets, nonmortgage-servicing assets,
fee, which is generally based on the remainingnd purchased credit-card relationships, the defi-
principal amount due on the mortgages beingition of tier 1 capital will be the sum of core
serviced. capital elements, net of goodwill and net of all
Originated  mortgage-servicing  assetddentifiable intangible assets and similar assets
(OMSAs) generally represent the servicing right®ther  than  mortgage-servicing  assets,
acquired when an organization originates morthonmortgage-servicing assets, and purchased
credit-card relationships, regardless of when
they were acquired, but prior to the deduction of
8. Amounts of mortgage-servicing rights and purchasedjeferred'tax assets.
credit-card relationships in excess of these limitations, as well Bank holding companies must review the
as aII' cher !dentifiable intangible assets, including corghook value of all intangible assets at least quar-
depositintangibles and favorable leaseholds, are to be dedqctﬁgrly and make adjustments to these values as
from an organization’s core capital elements in determinin E .
tier 1 capital. Identifiable intangible assets, however, exclu ecessary. The fair market values of all intan-
sive of mortgage-servicing assets and purchased credit-cagiible assets, nonmortgage-servicing assets, and
relationships, acquired on or before February 19, 1992, genepyurchased credit-card relationships also must be

ally will not be deducted from capital for supervisory PUr- determined at least quarterly. This determina-
poses. They will, however, continue to be deducted for appli- )

cations purposes. tion is to include adjustments for any significant
changes made to the original valuation assump-
BHC Supervision Manual December 1998 tions, including changes in prepayment esti-

Page 8 mates or account-attrition rates.
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Examiners will review both the book value or adjusted should be excluded from banking
and the fair market value assigned to theserganizations’ risk-based capital calculations
assets, together with supporting documentatiomtangible assets in excess of 25 percent of tier
during the inspection process. In addition, theapital should be closely scrutinized along with
Federal Reserve may require, on a case-by-caaay unusual items and, if supervisory concern
basis, an independent valuation of a BHC'svarrant, deducted from tier 1 capital. An
intangible assets. arrangement whereby a bank holding compan

The amount of mortgage-servicing rights,enters into a licensing or leasing agreement c
nonmortgage-servicing assets, and purchasadnilar transaction to avoid booking an intan-
credit-card relationships that a bank holdingyible asset should be subject to particularly
company may include in capital is limited to theclose scrutiny. Normally, such arrangements wil
lesser of 90 percent of their fair market value (abe dealt with by adjusting the bank holding
determined according to the guidance hereinompany’s capital calculation in an appropriate
or 100 percent of their book value (on a GAAPmanner. In making their evaluation of intangible
basis), as adjusted for capital purposes in accoassets, examiners are to consider a number
dance with the instructions to the Consolidatedactors, including—

Financial Statements for Bank Holding Compa-

nies (FR Y-9C Report). If both the applicationl. the reliability and predictability of any cash
of the limits on mortgage-servicing assets, flows associated with the asset and the degre
nonmortgage-servicing assets, and purchased of certainty that can be achieved in periodi-
credit-card relationships and the adjustment of cally determining the asset’s useful life and
the balance-sheet amount for these intangibles value,

would result in an amount being deducted fronp. the existence of an active and liquid marke
capital, the BHC would deduct only the greater for the asset, and

of the two amounts from its core capital ele-3. the feasibility of selling the asset apart from
ments in determining tier 1 capital. the banking organization or from the bulk of

Bank holding companies may elect to deduct jts assets.
disallowed servicing assets on a basis that is net
of any associated deferred-tax liability. Deferred- |ntangible rights that have been allowed to
tax liabilities netted in this manner cannot alSQapse or that are no |onger used should be re
be netted against deferred-tax assets when detginmended for authorized write-off. Examiners
mining the amount of deferred-tax assets thaghould reviewintangible assets, suchas mortgag
are dependent upon future taxable income.  servicing rights, nonmortgage-servicing rights

The treatment of identifiable intangible asset§for example, core deposit intangibles and lease
discussed above generally will be used in th@olds), and purchased credit-card relationship:
calculation of a bank holding company’s capitaland determine that the organization properly
ratios for supervisory and applications purposesnonitors their level and quality.

In making an overall assessment of an organiza- consistent with long-standing Board policy,
tion's capital adequacy for applications pur-hanking organizations experiencing substantie
poses, however, the Board, ifitdeems appropriatgrowth, whether internally or by acquisition, are
may take into account the quality and compoSiexpected to maintain strong capital position:
tion of an organization's capital, together withsbstantially above minimum supervisory levels

the quality and value of its tangible and intanthout significant reliance on intangible assets
gible assets.

) _ 4060.3.5.1.2 Reciprocal Holdings of
4060.3.5.1.1.2 Examiners’ Review of Banking Organizations’ Capital
Intangibles Instruments

During on-site examinations and inspectionsReciprocal holdings (intentional cross-holdings’
examiners are to review the evidence of title taf banking organizations’ capital instruments
and the accounting for intangible assets, includgre to be deducted from the total capital of ar
ing their respective amortization schedules angrganization for the purpose of determining the
supporting documentation. Carrying values ofotal risk-based capital ratio. Reciprocal hold-
intangible assets and fair market values aSSignQQgs are cross-holdings resulting from formal ol
to these assets that are overstated or not ade-

quately supported with documentation on howBHC Supervision Manual December 1998
the carrying values were originated, amortized, Page 9
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informal arrangements between banking organservicing assets, and purchased credit-card rela-
zations to swap or exchange each other’s capitiibnships, before any disallowed deferred-tax
instruments. Deductions of holdings of capitakhssets are deducted. There generally is no limit
securities also would not be made in the case af tier 1 capital on the amount of deferred-tax
interstate “stake-out” investments that complyassets that can be realized from taxes paid in
with the Board’s policy statement on nonvotingprior carry-back years and from future reversals
equity investments (12 C.F.R. 225.143). In addief existing taxable temporary differences.
tion, holdings of capital instruments issued by
other banking organizations but taken in satis-
faction of debts previously contracted would be4060.3.5.1.4 Revaluation Reserves
exempt from any deduction from capital.
These reserves reflect the formal balance-sheet
restatement or revaluation for capital purposes
4060.3.5.1.3 Deferred-Tax Assets of asset carrying values to reflect the current
market values. The Federal Reserve generally
The amount of deferred-tax assets that areas notincluded unrealized asset appreciation in
dependent on future taxable income, net of theapital-ratio calculations, although it has long
valuation allowance for deferred-tax assets, thaaken such values into account as a separate
may be included in, that is, not deducted from, dactor in assessing the overall financial strength
banking organization’s capital may not exceeaf a banking organization.
the lesser of— Consistent with long-standing supervisory
practice, the excess of market values over book
1. the amount of these deferred-tax assets thealues for assets held by bank holding compa-
the banking organization is expected to realnies will generally not be recognized in supple-
ize within one year of the calendar quarter-mentary capital or in the calculation of the risk-
end, based on the projections of future taxbased capital ratio. However, all bank holding
able income for that ye&ror companies are encouraged to disclose their
2. 10 percent of tier 1 capital. The reportedequivalent of premises (building) and security-
amount of deferred-tax assets, net of anyevaluation reserves. The Federal Reserve will
valuation allowance for deferred-tax assetsgonsider any appreciation, as well as any depre-
in excess of the lesser of these two amountgiation, in specific asset values as additional
is to be deducted from a banking organizaconsiderationsin assessing overall capital strength
tion’s core capital elements in determiningand financial condition.
tier 1 capital.

For purposes of calculating this 10 percen#060.3.5.2 Certain Balance-Sheet
limitation, tier 1 capital is defined as the sumActivity Considerations
of the core capital elements, net of goodwill, .
and net of all identifiable intangible assets othef060.3.5.2.1 Investment in Shares of a
than mortgage-servicing assets, nonmortgagddutual Fund

Under the guidelines, the general rule applied

9. To determine the amount of expected deferred-tax asséfénen weighting the full amount of an item that
realizable in the next 12 months, a banking organizatioqualifies for placement in more than one
should assume that all existing temporary differences fU"X:ategory—for example, a state revenue bond

reverse as of the report date. Projected future taxable incol ;
should not include net operating loss carry-forwards to b 0 percent) collateralized by U.S. Treasury

used during that year or the amount of existing temporarp€CUrities (20 percent)—is that the asset is
differences a bank holding company expects to reverse withiassigned to the lowest risk weight. An exception
the year. Such projections should include the estimated effegh this general rule is made for an investment in

of tax-planning strategies that the organization expects tghares of mutual funds when the portfolio con-
implement to realize net operating loss or tax credit carry-

forwards that will otherwise expire during the year. A neW_SiSI[s of various securities an_d money _market
12-month projection does not have to be prepared each quanstruments that could be assigned to different

ter. On interim report dates, banking organizations may useategories. Such investments in shares of mutual

the future taxable income projections for their current fiscal ; . i
year, adjusted for any significant changes that have occurr(lrclimdS are aSSIQned to the risk category appropri

or are expected to occur. ate to thehighestweighted security or instru-
ment that the fund is permitted to hold in accor-
BHC Supervision Manual December 1998 dance with its stated investment objectives. In

Page 10 no case are investments in shares of funds
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assigned to the zero risk category. For exampl&060.3.5.2.2.2 Privately Issued MBSs

if a fund consists of U.S. Treasuries and comMeeting Certain Criteria

mercial paper, the entire investment would be

risk-weighted at 100 percent. However, if a fundThe holdings of privately issued mortgage-
is permitted to hold for short-term liquidity pur- backed securities are to be treated as indirel
poses insignificant amounts of its assets in shorholdings of the underlying assets and weighte
term, highly liquid securities that would bethe same as the underlying assets. Private
weighted at 100 percent, such securities are n@sued mortgage-backed securities are include
to be considered when determining the approprin the 50 percent risk-weight category providec

ate risk category into which the banking organithat—

zation’s holdings in the overall investment funds

should be assigned. Regardless of the compodi-

tion of the funds’ securities, if the fund engages
in any activities thaappear speculativer have
other characteristics that are inconsistent witR.
the preferential risk weighting assigned to the
fund’s investments, holdings in the fund will be
assigned to the 100 percent risk weight. Examin-
ers are to review the holdings of investments in
funds that are assigned to a risk category less
than 100 percent to determine that the preferen-

the structure of the security meets the criteri
as set forth in section Il.B.3. of the guide-
lines (and as discussed below);

if the security is backed by a pool of conven-
tional mortgages, on one- to four-family resi-
dential or multifamily residential properties,

eachunderlying mortgage meets the criteria
described in section 111.B.3. of the guidelines
for eligibility for the 50 percent risk category

at the time the pool is originated;

tial weighting is appropriate. 3. if the security is backed by privately issued

mortgage-backed securitiesachunderlying

security qualifies for the 50 percent risk cate-

gory; and

. if the security is backed by a pool of multi-
family residential mortgages, principal and
interest payments on the security are no
30 days or more past due.

4060.3.5.2.2 Mortgage-Backed
Securities

Mortgage-backed securities (including pass-
throughs and collateralized mortgage obliga-

tions, but not stripped securities) that @sued  priyately issued mortgage-backed securitie
or guaranteedby a U.S. government agencythat do not meet these criteria or that do no

or US. government-sponsored agency argyajify for a lower risk weight are generally

assign.ed to the risk-weight category appropriatgssigned to the 100 percent risk category. Whe
to the issuer or guarantor. mortgage-backed securities have underlyin
For risk-based capital purposes, mortgagesssets composed of more than one type of ass

backed securities (MBSs), including passthat could be assigned to different risk cate
throughs, collateralized mortgage obligations

(CMOs), and real estate mortgage investment
conduits (REMICs), fall into one of the follow-
ing categories:

4060.3.5.2.2.1 MBSs Issued or Guaranteed by
a U.S. Government Agency or U.S.
Government-Sponsored Agency

U.S. government agency MBSs, that is,

Government National Mortgage Association

(GNMA or Ginnie Mae) securities, generally

are assigned a zero percent risk weight. U.S.
government-sponsored agency MBSs, that is,
Federal National Mortgage Association (FNMA

or Fannie Mae) and Federal Home Loan Mort-
gage Corporation (FHLMC or Freddie Mac)
securities, generally are assigned a 20 perceBHC Supervision Manual
risk weight.

December 1998
Page 10.1



Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs) 40

gories, the entire mortgage-backed security iproject equity for the construction of one- to
assigned to the highest risk-weight category, bifour-family residential properties that have beer
in no case to a zero risk-weight category. presold under firm contracts to purchasers wh
Examiners are to review holdings of privatelyhave obtained firm commitments for permanen
issued mortgage-backed securities that amualifying mortgage loans and have made suk
assigned a 50 percent risk weight to ensure thatantial earnest-money deposit€ffective with
they meet the specified criteria. an April 1, 1999, amendment, such loans fc
Privately issued mortgage-backed securitiequilders will be considered prudently underwrit-
including pass-throughs and collateralizeden only ifthe bank holding company has obtainec
mortgage obligations, may be treated as indirecufficient documentation that the buyer of the
holdings of the underlying assets, providechome intends to purchase the home (that is, hz
that— a legally binding written sales contract). The
buyer must have the ability to obtain a mortgage
1. the underlying assets are held by an indepesufficient to purchase the home (that is, has
dent trustee and the trustee has a firsfirm written commitment for permanent financ-
priority, perfected security interest in theing of the home upon completion).
underlying assets on behalf of the holders of To ensure that only qualifying residential
the security; mortgage loans are assigned to the 50 perce
2. either the holder of the security has an undirisk-weight category, examiners are to review
vided pro rata ownership interestin the underthe real estate loans that are included in the
lying mortgage assets, or the trust or singleeategory. Such loans are not eligible for prefer
purpose entity (or conduit) that issues theential treatment unless the loans are made su
security has no liabilities unrelated to theject to prudent credit underwriting standards
issued securities; the loan-to-value ratios are conservathahe
3. the security is structured such that the casloan-to-value ratio® are based on the most
flow from the underlying assets in all casesurrent appraisal or evaluatiéhof the prop-
fully meets the cash-flow requirements of theerties, with such appraisal or evaluation con
security without undue reliance on any reinforming to both the Board's real estate appraise
vestment income; and regulations and guidelines and the banking orge
4. there is no material reinvestment risknization’s internal appraisal guidelines; and the
associated with any funds awaiting distribu-
tion to the holders of the security. 10. An amendment, effective December 29, 1992, lowere
from 100 to 50 percent the risk weight on loans to finance the

4060.3.5.2.2.3 Stripped Mortgage-Backed construction of one- to four-family residences that have bee
T presold.

Securities 11. Prudent underwriting standards dictate that a loan-to

value ratio used in the case of originating a loan to acquire -

All stripped mortgage-backed securitiesproperty would not be deemed conservative unless the valt

including interest-only strips (|OS) principal- is based on the lower of the acquisition cost of the property o

b L \ e appraised (or, if appropriate, evaluated) value. Otherwise
only strips (POs), and similar instruments, an&:e loan-to-value ratio generally would be based on the valu

any class of mortgage-backed securities that caithe property as determined by the most current appraisal o
absorb more than its pro rata share of los#appropriate, the most current evaluation. All appraisals an

without the whole issue being in default. ar valuations must be made in a manner consistent with th
! ederal banking agencies’ real estate appraisal regulations al

assigned to the 100 percent risk-weight cat€idelines and with the banking organization’s own appraisa
gory, regardless of the issuer or guarantor. guidelines.

12. If a banking organization holds the first and junior

lien(s) on a residential property and no other party holds al

. intervening lien, the transaction is treated as a single loa

4060-3-5-2-3 Loans SeCUfed by F'_rSt . secured by a first lien for the purposes of determining the
Liens on One- to Four-Famlly Residential loan-to-value ratio and assigning a risk weight.

Properties or MuItifamin Residential 13. Appraisals made at the inception of one- to four-family

Properties residential property loans are to be used in calculating loan-tc

value ratios. Subsequent appraisals showing increased pro

erty values may be used to support higher loan-to-value ratio:

Qualifying one- to four-family residential However, to avoid penalizing banking organizations doing

properties, either owner-occupied or rented, dpusinessinmarketswith declining real estate values, appraise

: : ; : ; ; - of residential properties as conducted at inception are to b
mU|t.IfamI|y .reS|dent|aI properties .(as listed Ir]used in calculating loan-to-value ratios, even though more
the instructions to the bank holding COMPan¥eurrent appraisals showing decreases in values are available
FR Y-9C Report), are accorded preferential risk=
weighting treatment under the guidelines. ThesBHC Supervision Manual June 1999

loans include loans to builders with substantial Page 11
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loans are performing in accordance with theithe amount of retained recourse, provided two
original terms and are not 90 days or more pastonditions are met. First, the transaction must
due or carried in nonaccrual status. be treated as a sale under GAAP and, second,
Where examiners find that some residentiahe banking organization must establish pursu-
mortgage loans do not meet all the specifiednt to GAAP a noncapital reserve sufficient to
criteria or are made for the purpose of speculameet the organization’s reasonably estimated
tive real estate development, such loans shoul@hbility under the recourse arrangement. Only
be assigned to the 100 percent risk-weight catdeans and leases to businesses that meet the
gory in accordance with the guidelines. criteria for a small-business concern established
Examiners should keep in mind that loandy the Small Business Administration under
secured by multifamily residential property mustsection 3(a) of the Small Business Act are eli-
meet additional criteria to be included in thegible for this capital treatment.
50 percent risk-weight category. These include A banking organization qualifies if it meets
the requirement that all principal and interesthe criteria for well capitalized or, by order of
payments on the loan must have been made ¢he Board, adequately capitalized, as those crite-
time for at least the year preceding the placeria are setforth in the Board’s prompt-corrective-
ment of the loan in this risk-weight category. Ifaction regulation for state member banks
the existing property owner is refinancing a loar{12 C.F.R. 208.40). For purposes of determining
on that property, all principal and interest paywhether an organization meets these criteria, its
ments on the loan being refinanced must haveapital ratios must be calculated without regard
been made on time for at least the year precede the capital treatment for transfers of small-
ing placement in this risk-weight category. Inbusiness obligations with recourse. The total
addition, amortization of the principal andoutstanding amount of recourse retained by a
interest must occur over a period of not morequalifying banking organization on transfers of
than 30 years and the minimum original matusmall-business obligations receiving the prefer-
rity for repayment of principal must not be lessential capital treatment cannot exceed 15 per-
than seven years. Also, the annual net operatirgent of the organization’s total risk-based capi-
income (before debt service) generated by thel. By order, the Board may approve a higher
property during its most recent fiscal year muslimit.
not be less than 120 percent of the loan’s current If a bank holding company ceases to be
annual debt service (115 percent if the loan isjualifying or exceeds the 15 percent capital
based on a floating interest rate) or, in the cad@nitation, the preferential capital treatment will
of a cooperative or other not-for-profit housingcontinue to apply to any transfers of small-
project, the property must generate sufficienbusiness obligations with recourse that were
cash flow to provide comparable protection taconsummated during the time that the organiza-
the institution. tion was qualifying and did not exceed the capi-
If examiners find material evidence of resi-tal limit.
dential mortgage loans having questionable eli-
gibility for preferential risk-weighting, but can-
not readily identify the amounts that were4060.3.5.3 Certain Off-Balance-Sheet
inappropriately weighted, the overall evaluatiorActivity Considerations
of the banking organization’s capital adequacy
should reflect a higher capital requirement thad060.3.5.3.1 Securities Lent
otherwise would be the case.
Examiners are to review securities-lent transac-
tions of banking organizations and verify that,
4060.3.5.2.4 Small-Business Loans and When banking organizations have risk of loss as
Leases on Personal Property Transferred either principal or agent, the transaction is
with Recourse converted at 100 percent and assigned to the
appropriate risk-weight category. The guide-
A qualifying banking organization (that is, alines treat securities lentin two ways, depending
bank holding company) that has transferre@n the nature of the transactions and the risk of
small-business loans and leases on persor@ps. If banking organizations are acting as their

property (small-business obligations) with re-customers’ agent and do not indemnify their
course can include in weighted-risk assets onlgustomers against loss, the amount of securities

ent is excluded from risk-based capital calcula-
BHC Supervision Manual June 1999 tions. If banking organizations lend their own
Page 12 securities or, acting as an agent for a customer,
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lend the customers’ securities and indemnify
their customers against loss, the amount of secu-
rities lentis converted at 100 percentand assigned
the risk weight appropriate to the obligor, or to
any collateral delivered to the lending banking
organizations or the independent custodians act-
ing on the lenders’ behalf.

If securities lent are secured by cash on deposit
in subsidiary lending institutions, the appropri-
ate risk weight is either zero or 20 percent,

BHC Supervision Manual June 1999
Page 12.1



Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs) 40

depending on qualification criteria. Claims col-be treated as a commitment and converted :
lateralized by cash on deposit in subsidiarzero percent, while a similar commitment of
lending institutions for which a margin of collat- over one year would be treated as a commerci
eral is maintained on a daily basis—fully takingletter of credit and converted at 20 percent.
into account any change in the bank’s exposure If a commitment facility is structured so that
to the obligor or counterparty under a claim init can be drawn down in several forms, such as
relation to the market value of the collateralstandby letter of credit, a loan, or a commercia
held in support of that claim—are assigned théetter of credit, the entire facility should be
zero risk weight. When securities lent are collattreated as a commitment to extend credit in thi
eralized by cash on deposit in subsidiary lendform that incurs the highest capital charge
ing institutions for which a daily margin is not Thus, if a facility could be drawn down in any
maintained, the cash collateral is assigned af the three forms just cited, the entire facility
20 percent risk weight. would be treated as a commitment to issue
When a banking organization is acting asstandby letter of credit and would be convertec
agent for a customer in a transaction involvingat 100 percent rather than being treated as
the lending or sale of securities that is collateralcommitment to make a loan or commercial lette
ized by cash delivered to the banking organizaef credit, which would have a lower conversion
tion, the transaction is deemed to be collateraFactor.
ized by cash on deposit in a subsidiary lending
institution for purposes of determining the
appropriate risk-weight category, provided tha?060.3.5.3.3 Unused Commitments
any indemnification is limited to no more than
the difference between the market value of th&Jnused commitments (including underwriting
securities and the cash collateral received ancbmmitments and commercial and consume
any reinvestment risk associated with that castredit commitments) that have an original matu:
collateral is borne by the customer. rity of one year or less are converted at zert
percent, as are commitments that are uncond
tionally cancelable at any time at the option of
4060.3.5.3.2 Commitments to Make the banking organization, provided that a sepa
Off-Balance-Sheet Transactions rate credit decision is made before each drawin
under the facility. Unused commitments with an
A commitment to make a standby letter of credipriginal maturity of over one year are convertec
is considered to be a standby letter of creditat 50 percent.
Accordingly, such a commitment should be con- “Original maturity” is defined as the length
verted to an on-balance-sheet credit-equivalenf time between the date the commitment i
amount at 100 percent if it is a commitment toissued and the earliest date on which (1) thi
make a financial standby letter of credit or abanking organization can, at its option, uncondi
50 percent if it is a commitment to make ationally cancel* the commitmentand (2) the
performance standby letter of credit. banking organization is scheduled to (and as
A commitment to make a commitment isnormal practice actually does) review the facil-
treated as a single commitment whose maturitity to determine whether or not the unused com
is the combined maturity of the two commit-mitment should be extended. See SR-90-2
ments. For example, a six-month commitmentegarding loan commitments and put options.
to make a one-year commitment is considered Bankingorganizations mustcontinue to review
to be a single eighteen-month commitmentunused commitments at least annually to detel
Because the maturity is over one year, such mine that they qualify for short-term commit-
commitment would be accorded the 50 percennent treatment. Examiners are to review unuse
conversion factor appropriate to long-term comeommitments to determine that they meet the
mitments, rather than the zero percent conveconditions for being treated as short-term ol
sion factor that would be accorded to separationg-term and are appropriately weighted for
unrelated short-term commitments of six monthsisk-based capital calculations.
and one year.
A commitment to make a commercial letter
of credit may be treated as either a commitment
or a commercial letter of credit, whichever 14 poes not refer to material-adverse-change clauses.
results in the lower conversion factor. Normally,
this would mean that a commitment under on®HC Supervision Manual December 1995
year to make a commercial letter of credit would Page 13
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A commitment may be issued that expires  a. single-currency interest-rate swaps
within one year with the understanding that the  b. basis swaps
commitment will be renewed upon expiration c. forward-rate agreements
subject to a thorough credit review of the obli- d. interest-rate options purchased (includ-
gor. Such a commitment may be converted dahg caps, collars, and floors purchased)
zero percent only if (1) the renegotiation pro- e. any other instrument linked to interest
cess is carried out in good faith, involves a fullrates that gives rise to similar credit risks (includ-
credit assessment of the obligor, and allows thmg when-issued securities and forward forward
bank holding company flexibility to alter the deposits accepted)
terms and conditions of the new commitment; 2. exchange-rate contracts
(2) it has absolute discretion to decline renewal  a. cross-currency interest-rate swaps
or extension of the commitment; and (3) the b. forward foreign-exchange-rate contracts
renegotiated commitment expires within C. currency options purchased
12 months from the time it is made. Some d. any other instrument linked to exchange
commitments contain unusual renegotiatiomates that gives rise to similar credit risks
arrangements that would give the borrower a 3. equity derivative contracts
considerable amount of advance notice that a a. equity-linked swaps
commitment would not be renewed. Provisions  b. equity-linked options purchased
of this kind can have the effect of creating a c. forward equity-linked contracts
rolling-commitment arrangement that should d. any other instrument linked to equities
be treated for risk-based capital purposes asthat gives rise to similar credit risks
long-term commitment and, thus, be converted 4. commodity (including precious metal)
to a credit-equivalent amount at 50 percentderivative contracts
Normally, the renegotiation process should take a. commodity-linked swaps
no more than six to eight weeks, and in many b. commodity-linked options purchased
cases it should take less time. The renegotiation c. forward commodity-linked contracts
period should immediately precede the expira- d. any other instrument linked to com-
tion date of the commitment. The reasons fomodities that gives rise to similar credit risks
provisions in a commitment arrangement that
would appear to provide for a protracted renegoPerivative Contract Exception€Exchange-rate
tiation period should be thoroughly documentedontracts with an original maturity of 14 or
by the bank holding company and reviewed byewer calendar days and derivative contracts
the examiner. traded on exchanges that require daily receipt

A commitment may be structured to be drawrand payment of cash variation margin may be
down in a number of tranches, some exercisablexcluded from the risk-based ratio calculation.
in one year or less and others exercisable in ovésold contracts are accorded the same treatment
one year. The full amount of such a commitmenas exchange-rate contracts except that gold con-
is deemed to be over one year and converted #acts with an original maturity of 14 or fewer
50 percent. Some long-term commitments magalendar days are included in the risk-based
permit the customer to draw down varyingratio calculation. Over-the-counter options pur-
amounts at different times to accommodate, fochased are included and treated in the same way
example, seasonal borrowing needs. The 50 pe&s other derivative contracts.
cent conversion factor should be applied to the
maximum amount that could be drawn down
under such commitments. 4060.3.5.3.4.1 Calculation of

Credit-Equivalent Amounts and the
Application of Risk Weights

4060.3.5.3.4 Derivative Contracts

(Interest-Rate, Exchange-Rate, and The credit-equivalent amount of a derivative
Commodity- (Including Precious Metals) contract that is not subject to a qualifying bilat-
and Equity-Linked Contracts) eral netting contract in accordance with subsec-

tion 4060.3.5.3.4 above is equal to the sum of—

Credit-equivalent amounts are computed for 1. the current exposure (sometimes referred
each of the following off-balance-sheet contractsto as the replacement cost) of the contract and

1. interest-rate contracts 2. an estimate of the potential future credit
exposure of the contract.
BHC Supervision Manual December 1995  The current exposure is determined by the

Page 14 mark-to-market value of the contract. If the
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mark-to-market value is positive, then the curin which payments are made based on tw
rent exposure is equal to that mark-to-markefloating-rate indices, so-called floating/floating
value. If the mark-to-market value is zero oror basis swaps; the credit exposure on thes
negative, then the current exposure is zera@ontracts is evaluated solely on the basis of the
Mark-to-market values are measured in dollaranark-to-market values.
regardless of the currency or currencies speci- The Board has noted that these conver
fied in the contract, and should reflect changesion factors, which are based on observe
in the relevant rates, as well as in counterpartyolatilities of the particular types of instru-
credit quality. ments, are subject to review and modificatior
The potential future credit exposure of a conin light of changing volatilities or market
tract, including a contract with a negative mark-conditions.
to-market value, is estimated by multiplying the
notional principal amount of the contract by a
credit-conversion factor. Banking organizations ) )
should use, subject to examiner review, thd00 Percent Credit-Conversion Factor for
effective rather than the apparent or state§ff-Balance-Sheet Items for BHCs
notional amount in this calculation. The conver- 1. Direct credit substitutes (These include
sion factors (in percent) are listed below. general guarantees of indebtedness and
For a contract that is structured such thaguarantee-type instruments, including standb
on specified dates any outstanding exposure lstters of credit backing the financial obligations
settled and the terms are reset so that the markaftother parties.)
value of the contract is zero, the remaining 2. Risk participations in banker's accep-
maturity is equal to the time until the next resetances and direct credit substitutes, such &
date. For an interest-rate contract with a remairstandby letters of credit
ing maturity of more than one year that meets 3. Sale and repurchase agreements and ass
these criteria, the minimum conversion factor isold with recourse that are not included on the
0.5 percent. balance sheet
For a contract with multiple exchanges of 4. Forward agreements to purchase asse
principal, the conversion factor is multiplied byincluding financing facilities, on which draw-
the number of remaining payments in the condown is certain
tract. A derivative contract not included in the 5. Securities lent for which the banking orga-
definitions of interest-rate, exchange-rate, equityization is at risk
or commaodity contracts as set forth in subsec-
tion 4060.3.5.3.4 is subject to the same conveB0 Percent Conversion Factor
sion factors as a commodity, excluding precious 1. Transaction-related contingencies (Thes
metals. include bid-bonds, performance bonds, warran
No potential future credit exposure is calcudies, and standby letters of credit backing the
lated for a single-currency interest-rate swamonfinancial performance of other parties.)

CONVERSION FACTORS
[in percent]

Commodity, Precious

Exchange- excluding metals,

Remaining Interest- rate and precious except

maturity rate gold Equity metals gold
One year or less 0.0 1.0 6.0 10.0 7.0
Over one to five years 0.5 5.0 8.0 12.0 7.0
Over five years 1.5 7.5 10.0 15.0 8.0
BHC Supervision Manual December 1995
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2. Unused portions of commitments with an
original maturity exceeding one year, including
underwriting commitments and commercial credit
lines

3. Revolving underwriting facilities (RUFs),
note issuance facilities (NIFs), and similar
arrangements

20 Percent Conversion Factor

Short-term, self-liquidating, trade-related con-
tingencies, including commercial letters of credit

Zero Percent Conversion Factor
Unused portions of commitments with an origi-
nal maturity of one year or less, or which are
unconditionally cancelable at any time, pro-
vided a separate credit decision is made before
each drawing

Examples of the calculation of credit-
equivalent amounts for these instruments are
shown on the following page.

BHC Supervision Manual December 1995
Page 16
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CALCULATI NG CREDIT-EQUIVALENT AMOUNTS
FOR DERIVATIVE CONTRACTS

Notional Potential Current Credit-
principal Conversion exposure Mark-to-  exposure equivalent
Type of contract amount factor (dollars) market (dollars) amount
(1) 120-day forward
foreign exchange 5,000,000 .01 50,000 100,000 100,000 150,0C
(2) 4-year forward
foreign exchange 6,000,000 .05 300,000 -120,000 0 300,000
(3) 3-year single-
currency fixed and
floating interest-
rate swap 10,000,000 .005 50,000 200,000 200,000 250,00
(4) 6-month oil swap 10,000,000 .10 1,000,000 -250,000 0 1,000,000
(5) 7-year cross-
currency floating
and floating
interest-rate swap 20,000,000 .075 1,500,006€1,500,000 0 1,500,000
TOTAL 2,900,000 + 300,000= 3,200,000

If contracts (1) through (5) above are subject
to a qualifying bilateral netting contract, then
the following applies:

Potential Net Credit-
future current  equivalent
Contract exposure exposure — amount

1) 50,000
) 300,000
©) 50,000

@) 1,000,000
(5) 1,500,000

TOTAL 2,900,000 + 0= 2,900,000

Note: The total of the mark-to-market values from the first
table is-$1,570,000. Since this is a negative amount, the net
current exposure is zero.

BHC Supervision Manual December 1995
Page 16.1
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To recognize the effects of bilateral netting orsuch exposures in the assessment of capital ac
potential future exposure the following formulaquacy and, perhaps, assigning inappropriate ris
applies: weights, counterparty credit exposures arisin

from the derivative instruments covered by the

Anet= (0.4 x Agrpsd + 0.6 (NGR X Ayrosd guidelines may need to be excluded by examin

ers from balance-sheet assets in calculating

In the above example, where the net currerttanking organization’s risk-based capital ratios
exposure is zero, the credit-equivalent amourihis exclusion will eliminate the possibility that

would be calculated as follows: an organization could be required to hold capita
againstboth an off-balance-sheet and on-balanc
NGR = 0 =(0/300,000) sheet amount for the same item. This treatmer

is not accorded to margin accounts and accrue
Anet= (0.4 x $2,900,000) + .6 (0 x $2,900,000) receivables related to interest-rate and exchang
rate contracts.

Anet= $1,160,000 The aggregate on-balance-sheet amour
excluded from the risk-based capital calculatior
The credit-equivalent amount is is equal to the lower of—
1. each contract’s positive on-balance-shee
$1,160,00 + 0 =$1,160,000. amount or

2. its positive market value included in the
If the net current exposure was a positivenff-balance-sheet risk-based capital calculation
number, for example $200,000, the credit equiv- For example, aforward contract that is marke

alent would be calculated as follows: to market will have the same market value or
the balance sheet as is used in calculating tt
NGR = .67 = ($200,000/$300,000) credit-equivalent amount for off-balance-shee

exposures under the guidelines. Therefore, th
Anet=(0.4x$2,900,000) + 0.6 (.67 x $2,900,000)0n-balance-sheet amount is not included in th
risk-based capital calculation. Where either the
Anet= $2,325,800 contract’'s on-balance-sheet amount or its mal
ket value is negative or zero, no deduction from
The credit-equivalent amount would beon-balance-sheet items is necessary for th:
$2,325,800 + $200,000 = $2,525,800. contract.
If the positive on-balance-sheet asset amoul
Applying Risk Weights Once the credit- exceeds the contract's market value, the exce:
equivalent amount for a derivative contract, or gup to the amount of the on-balance-sheet asse
group of derivative contracts subject to a qualishould be included in the appropriate risk-
fying bilateral netting contract, has been deterweight category. For example, a purchased optio
mined, that amount is assigned to the riskwill often have an on-balance-sheet amoun
weight category appropriate to the counterpartysqual to the fee paid until the option expires. If
or, if relevant, the guarantor or the nature of anyhat amount exceeds market value, the excess
collateral*> However, the maximum weight that carrying value over market value would be
will be applied to the credit-equivalent amountincluded in the appropriate risk-weight category
of such contracts is 50 percent. for purposes of the on-balance-sheet portion c
the calculation.

4060.3.5.3.4.2 Avoidance of Double Counting

of Derivative Contracts 4060.3.5.3.5 Treatment of Commodity
and Equity Contracts

In certain cases, credit exposures arising from

derivative contracts may be reflected, in part, ogcredit-equivalent amounts of swap agreement

the balance sheet. To avoid double countingnd futures, forwards, and option contracts ol
commodities, equities, and equity indexes ar

_— calculated in the same way as credit-equivaler

15. For derivative contracts, sufficiency of collateral orgmounts of foreign-exchange-rate contracts

guarantees is determined by the market value of the collatert"tiOntracts on commodities. equities. and equit
or the amount of the guarantee in relation to the credit- » €4 ! quit

equivalent amount. Collateral and guarantees are subject T0 .
the same provisions noted under section 111.B. of appendix BHC Supervision Manual December 1995
of Regulation Y. Page 17
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indexes traded on exchanges that require daily 4. the banking organization maintains in its
payment of variation margin are excluded fronfiles documentation adequate to support the net-
the risk-based capital calculation. Such a maring of rate contracts, including a copy of the
gining arrangement requires the marking to marilateral netting contract and necessary legal
ket of contracts and the settling of the resultingopinions.
gains and losses in cash on a daily basis. A contract containing a walkaway clause is
not eligible for netting for purposes of calculat-
ing the credit-equivalent amout.
4060.3.5.3.6 Netting of Swaps and By netting individual contracts for the pur-
Similar Contracts pose of calculating credit-equivalent amounts
of derivative contracts, a banking organization
Netting refers to the offsetting of positive andrépresents that it has met the requirements of the
negative mark-to-market values in the determitisk-based measure of the capital adequacy guide-
nation of a current exposure to be used in thines for BHCs and that all the appropriate
calculation of a credit-equivalent amount. Anydocuments are in the organization's files and
legally enforceable form of bilateral netting (that2vailable for inspection by the Federal Reserve.
is, netting with a single counterparty) of deriva-1 he Federal Reserve may determine that a bank-
tive contracts is recognized for purposes of calld organization's files are inadequate or that a
culating the credit-equivalent amount provided'€tting contract, or any of its underlying indi-
that— vidual contracts, may not be legally enforceable.
1. the netting is accomplished under a writ!f SUCh a determination is made, the netting
ontract may be disqualified from recognition

ten netting contract that creates a single leg isk-based ital derlvi
obligation, covering all included individual con- or risk-based capital purposes or underlying

tracts, with the effect that the organization woulddividual contracts may be treated as though
have a claim to receive, or an obligation to"€Y € Not subject to the netting contract.
receive or pay, only the n’et amount of the sum 1 he credit-equivalent amount of contracts that

of the positive and negative mark-to-markef"® subject to a qualifying bilateral netting con-

values on included individual contracts in thelfactis calculated by adding— .
1. the current exposure of the netting con-

event that a counterparty, or a counterparty to t (net i d
whom the contract has been validly assigne&,rac (net curren exposu_re) an .
2. the sum of the estimates of the potential

fails to perform due to default, insolvency, quui-f " it I individual
dation, or similar circumstances: uture credit exposures on all individual con-

tracts subject to the netting contract (gross po-

2. the banking organization obtains Wr'tterétjntial future exposure) adjusted to reflect the

and reasoned legal opinions that in the event

leqal challen including one resulting from ffects of the netting contraét.
ge?gjtc i?\sf)l\?:rg Cllij uiga?ioi ef’# sigr]nilgr The net current exposure of the netting con-
' Yy, 19 ’ _tract is determined by summing all positive and

circumstances—the relevant court and admin'sriegative mark-to-market values of the indi-

trative authorities would find the banking 0r9a ijual contracts included in the netting contract.

Eﬁggf_ns exposure to be such a net amour]} the net sum of the mark-to-market values is
o ) positive, then the current exposure of the netting
a. the law of the jurisdiction in which the contract is equal to that sum. If the net sum of
counterparty is chartered or the equivalent locane mark-to-market values is zero or negative,
tion in the case of noncorporate entities, and if gen the current exposure of the netting contract
branch of the counterparty is involved, then alsgs zero. The Federal Reserve may determine that
under the law of the jurisdiction in which the 4 netting contract qualifies for risk-based capital
branch is located; netting treatment even though certain individual
b. the law that governs the individual con-
tracts covered by the netting contract; and 16. A walkaway clause is a provision in a netting contract
c. the law that governs the netting contractihat permits a nondefaulting counterparty to make lower pay-

3. the banking organization establishes anH\ents than it would make otherwise under the contract, or no
) yment at all, to a defaulter or to the estate of a defaulter,

mamtams{ Procedure$ to ensure that the legglen if the defaulter or the estate of the defaulter is a net
characteristics of netting contracts are kept undereditor under the contract.

review in light of possible changes in relevant 17. Forpurposes of calculating potential future credit expo-
law: and sure to a netting counterparty for foreign-exchange contracts

! and other similar contracts in which notional principal is

. equivalent to cash flows, total notional principal is defined as
BHC Supervision Manual December 1995 the net receipts falling due on each value date in each
Page 18 currency.
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contracts may not qualify. In such instances, theate contracts with an original maturity of 14 or
nonqualifying contracts should be treated agewer calendar days or instruments traded o
individual contracts that are not subject to theexchanges that require daily payment of cas
netting contract. variation margin—an institution may elect to
Gross potential future exposure ol fssis  either include or exclude all mark-to-market
calculated by summing the estimates of potenvalues of such contracts when determining ne
tial future exposure (determined in accordanceurrent exposure, provided the method chosen
with subsection 4060.3.5.3.4.1) for each indiapplied consistently.
vidual contract subject to the qualifying bilateral Examiners are to review the netting of off-
netting contract. balance-sheet derivative contractual arrange
The effects of the bilateral netting contract onments used by banking organizations when ca
the gross potential future exposure are recoguylating or verifying risk-based capital ratios to
nized through the application of a formula thatensure that the positions of such contracts ar
results in an adjusted add-on amountdh The  reported gross unless the net positions of thos
formula, which employs the ratio of net currentcontracts reflect netting arrangements tha
exposure to gross current exposure (NGR), isomply with the netting requirements listed
expressed as: previously.

Anet= (0.4 x Agrpsd + 0.6 (NGR X Ayrosd
4060.3.5.3.7 Treatment of Assets Sold

The NGR may be calculated in accordanc&Vith Recourse
with either the counterparty-by-counterparty
approach or the aggregate approach. For capital adequacy purposes, a bank holdin

Under the counterparty-by-counterpartycompany must hold capital against assets sol
approach, the NGR is the ratio of the net currentvith recourse if any risk of loss is retained,
exposure for a netting contract to the grossegardless of how the transaction is reported. A
current exposure of the netting contract. The general rule, bank holding companies repol
gross current exposure is the sum of the curremil assets sold with recourse in accordanc
exposures of all individual contracts subject towith the Financial Accounting Standards Boarc
the netting contract calculated in accordanc@FASB) Statement No. 77, “Reporting of
with subsection 4060.3.5.3.4.1. Net negativransferors for Transfers of Receivables witt
mark-to-market values for individual netting Recourse.” Therefore, many of the holding
contracts with the same counterparty may not beompany’s assets sold with recourse are treate
used to offset net positive mark-to-market val-as sales of the underlying assets and remove
ues for other netting contracts with the samérom the company’s balance sheet. (In accor
counterparty. dance with FASB Statement No. 77, the holdinc

Under the aggregate approach, the NGR isompany must also book a liability reserve for
the ratio of the sum of all the net current expothe amount of the expected loss.)

sures for qualifying bilateral netting contracts to The outstanding amount of the assets sol
the sum of all the gross current exposures fafiith recourse that are removed from the hold
those netting contracts (each gross current expﬁ-rg company'’s balance sheet must be reporte
sure is calculated in the same manner as ifpr purposes of regulatory financial statemen
subsection 4060.3.5.3.6 (counterparty-byreporting, as an off-balance-sheet transactior
counterparty approach)). Net negative mark-toFor risk-based capital purposes, bank holdin
market values for individual counterparties mayompanies must hold capital against the entir
not be used to offset net pOSitiVe current eXPOamount of those assets reported as off-balanc
sures for other counterparties. sheet transactions and convert them to a credi

A banking organization must consistentlyequivalent amount at 100 percent. Such asse
use either the counterparty-by-counterpartynust then be assigned to the risk categor
approach or the aggregate approach to calculag@propriate to the obligor or, if relevant, the
the NGR. Regardless of the approach used, thfarantor or nature of the collateral, providec
NGR should be applied individually to eachthat the transactions meet the definition of asse
qualifying bilateral netting contract to determinesold with recourse, including assets sold subjec

the adjusted add-on fOI’ that netting contract. to pro rata and other loss-sharing arrange-
In the event a netting contract covers con-

tracts that are normally excluded from the riskBHC Supervision Manual December 1995
based ratio calculation—for example, exchange- Page 19




Consolidated Capital (Examiners’ Guidelines for Assessing the Capital Adequacy of BHCs)  4060.3

mentst® This treatment applies to the saletal purposes, to be financial standby letters of
with recourse, of any assets, including the saleredit. (See SR-95-20 (SUP).)
of one- to four-family and multifamily residen-
tial mortgages, with one limited exception.
The limited exception applies to transfers 0f4060.3.5.3.8.1 Financial Standby Letters of
pools of residential mortgages that have bee@redit
made with insignificant recourse for which a
liability or specific noncapital reserve has beehe risk-based capital guidelines describe a
established and is maintained for the maximurfinancial standby letter of credit as an irrevo-
amount of possible loss under the recourse pr@able undertaking by a banking organization to
vision. No capital charge is assessed on tranguarantee repayment of a financial obligation.
fers of pools of residential mortgages, eitheSuch a guarantee is considered a direct credit
under government-related programs or to prisubstitute and is converted to an on-balance-
vate obligors, if the maximum possible recoursesheet credit-equivalent amount at 100 percent.
obligation at the time of the transfer is less thaThe resulting credit-equivalent amount is then
the expected loss on the transferred assets andigk-weighted according to the type of counter-
a liability or a specifically identified noncapital party or, if relevant, to any guarantee or collateral.
reserve is established and maintained in an Financial standby letters of credit have a
amount equal to the maximum loss possibléigher conversion factor than performance
under the recourse provision. Under thisstandby letters ofcredit. Thisis primarily because,
arrangement, at the time of sale, the transferringnlike performance standby letters of credit,
banking organization effectively reduces currenfinancial standby letters of credit tend to be
earnings and, thus, capital (through the retainedrawn down only when the account party’s
earnings account) by the amount of the maxifinancial condition has deteriorated.
mum possible loss, and is not subject to further A standby letter of credit guaranteeing the
loss. performance of a contractual obligation to pay
money is viewed as a financial letter of credit.
For example, a standby letter of credit backing a
4060.3.5.3.8 Financial Standby Letters ofpurchaser’s contractual obligation to pay for
Credit and Performance Standby Letters delivered goods is a financial guarantee backing
of Credit the purchaser’s credit standing for the sale. It
would not be viewed as a performance letter of
The determining characteristic of whether aredit guaranteeing the purchaser’s performance
standby letter of credit is financial or perfor-to make payment under the contract.
mance is the contractual obligation that triggers A failure to perform a contractual obligation
payment. If the event that triggers payment isnvolving the payment of money can arise in a
financial, such as a failure to pay money, thevariety of situations, for example, failure to pay
standby letter of credit should be classified amsurance premiums or deductibles, failure to
financial. If the event that triggers payment ispay insurance claims, failure to pay worker's
performance-related, such as a failure to ship eompensation obligations, or failure to pay for
product or provide a service, the standby lettefor arrange) cleanup in the event the account
of credit should be classified as performanceparty’s operations cause environmental damage.
The vast majority of standby letters of credit an each instance, the triggering event is the
bank issues are considered, for risk-based cagailure to pay money under a contractual obli-
gation. A standby letter of credit guaranteeing
payment in the event the account party fails to
perform any of these contractual financial obli-
18. The terms of a transfer of assets with recourse magations or other circumstances should be treated
contractually limit the amount of the institution’s liability to g5 a financial standby letter of credit and con-

an amount less than the effective risk-based capital requirgierted to an on-balance-sheet credit-equivalent
ment for the assets being transferred with recourse. If such a

transaction is recognized as a sale under GAAP, the amount @,mount at 100 percent.
total capital required is equal to the maximum amount of loss
possible under the recourse provision less any amount held in

an associated noncapital liability account established PUSYn50.3.5.3.8.2 Performance Standby Letters of

ant to GAAP to cover estimated probable losses under th& .
recourse provision. redit
BHC Supervision Manual December 1995 A performance standby letter of credit is an

Page 20 irrevocable undertaking by the organization to
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make payment in the event the customer fails to
perform a nonfinancial contractua obligation.
This type of letter of credit is considered a
transaction-related contingency and is converted
to an on-balance-sheet credit-equivalent amount
at 50 percent. The resulting credit-equivalent
amount is then risk-weighted according to the
type of counterparty or, if relevant, to any guar-
antee or collateral.

4060.3.5.3.9 Credit Derivatives

For purposes of risk-based capital, credit deriva-
tives generally are to be treated as off-balance-
sheet direct credit substitutes. They are arrange-
ments that allow one party (the beneficiary) to
transfer the credit risk of a “reference asset,”
which it often actually owns, to another party
(the guarantor).1® The notional amount of the
contract should be converted at 100 percent to
determine the credit-equivalent amount to be
included in risk-weighted assets of the guaran-
tor20 A banking organization providing a guar-
antee through a credit-derivative transaction
should assign its credit exposure to the risk
category appropriate to the obligor of the refer-
ence asset or any collateral. On the other hand, a
banking organization that owns the underlying
asset upon which effective credit protection has
been acquired through a credit derivative may
under certain circumstances assign the unamor-
tized portion of the underlying asset to the risk
category appropriate to the guarantor (for exam-
ple, to the 20 percent risk category if the guaran-
tor is a bank or, if a bank holding company, to
the 100 percent risk-weight category).

Whether the credit derivative is considered an
digible guarantee for purposes of risk-based
capital depends on the degree of credit protec-
tion actually provided, which may be limited
depending on the terms of the arrangement. For
example, a relatively restrictive definition of a
default event or a materiaity threshold that re-
quires a comparably high percentage of loss to

19. Once the market-risk capital rules are used, after Janu-
ary 1, 1997, credit derivatives that are held in a banking
organization's (a bank’s or bank holding company’s) trading
account will be subject to those rules. The rules are required
to be effective by January 1, 1998, but early application is
permitted, subject to appropriate supervisory approval.

20. Guarantor banks or bank holding companies that have
made cash payments representing depreciation on reference
assets may deduct such payments from the notional amount
when computing credit-equivalent amounts for capital pur-
poses. For example, if a guarantor bank or bank holding
company makes a depreciation payment of $10 on a $100
notional total-rate-of-return swap, the credit-equival ent amount
would be $90.

occur before the guarantor is obliged to pay
could effectively limit the amount of credit risk
actually transferred in the transaction. If the
terms of the credit-derivative arrangement sig-
nificantly limit the degree of risk transference,
then the beneficiary bank cannot reduce the risk
weight of the “protected” asset to that of the
guarantor. On the other hand, even if the trans-
fer of credit risk is limited, a banking organiza-
tion providing limited credit protection through
acredit derivative should hold appropriate capi-
tal against the underlying exposure while the
organization is exposed to the credit risk of the
reference asset.

Banking organizations providing a guarantee
through a credit derivative may mitigate the
credit risk associated with the transaction by
entering into an offsetting credit derivative with
another counterparty, a so-caled ‘‘back-to-
back” position. Organizations that have entered
into such a position may treat the first credit
derivative as guaranteed by the offsetting trans-
action for risk-based capital purposes. Accord-
ingly, the notional amount of the first credit
derivative may be assigned to the risk category
appropriate to the counterparty providing credit
protection through the offsetting credit-
derivative arrangement (for example, to the
20 percent risk category if the counterparty is an
OECD bank).

In some instances, the reference asset in the
credit-derivative transaction may not be identi-
cal to the underlying asset for which the benefi-
ciary has acquired credit protection. For exam-
ple, a credit derivative used to offset the credit
exposure of a loan to a corporate customer may
use a publicly traded corporate bond of the
customer as the reference asset, whose credit
quality serves as a proxy for the on-balance-
sheet loan. In such a case, the underlying asset
will still generally be considered guaranteed for
capital purposes as long as both the underlying
asset and the reference asset are obligations of
the same legal entity and have the same level of
seniority in bankruptcy. In addition, banking
organizations offsetting credit exposure in this
manner would be obligated to demonstrate to
examiners that there is a high degree of correla-
tion between the two instruments; the reference
instrument is a reasonable and sufficiently liquid
proxy for the underlying asset so that the instru-
ments can be reasonably expected to behave
similarly in the event of default; and, at a mini-
mum, the reference asset and underlying asset
are subject to mutual cross-default provisions. A

BHC Supervision Manual June 2000
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banking organization that uses a credit deriva-
tive, which is based on a reference asset that
differs from the protected underlying asset, must
document the credit derivative being used to
offset credit risk and must link it directly to the
asset or assets whose credit risk the transaction
is designed to offset. The documentation and the
effectiveness of the credit-derivative transaction
are subject to examiner review. Banking organi-
zations providing credit protection through such
arrangements must hold capital against the risk
exposures that are assumed.

4060.3.5.3.10 Credit Derivatives Used to
Synthetically Replicate Collateralized
Loan Obligations

Credit derivatives can be used to synthetically
replicate collateralized loan obligations (CLOs).
Banking organizations (BOs) can use CLOs and
their synthetic variants to manage their balance
sheets and, in some instances, transfer credit
risk to the capital markets. Such transactions
allow economic capital to be more efficiently
allocated, resulting in, among other things,
improved shareholders' returns. Supervisors and
examiners need to fully understand these com-
plex structures, and identify the relative degree
of transference and retention of the securitized
portfolio’s credit risk. They must also determine
whether the BO's regulatory risk-based and
leverage capital is adeguate given the retained
credit exposures.2t

A CLO is an asset-backed security that is
usually supported by a variety of assets, includ-
ing whole commercial loans, revolving credit
facilities, letters of credit, banker’s acceptances,
or other asset-backed securities. In a typical
CLO transaction, the sponsoring banking orga-
nization (SBO) transfers the loans and other
assets to a bankruptcy-remote special-purpose
vehicle (SPV), which then issues asset-backed
securities consisting of one or more classes of
debt. This type of transaction represents a so-
caled ““cash-flow CLO” that enables the SBO
to reduce its leverage and risk-based capital
requirements, improve its liquidity, and manage
credit concentrations.

21. See SR-99-32 and its attached November 15, 1999,
FRB-OCC capital interpretation on synthetic collateralized
loan obligations.

BHC Supervision Manual
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Thefirst synthetic CLO (issued in 1997) used
credit-linked notes (CLNs).22 Rather than trans-
ferring assets to the SPV, the sponsoring bank
issued CLNs to the SPV, individually referenc-
ing the payment obligation of a particular com-
pany or ““referenceobligor.” Thenotiona amount
of the CLNs issued equaled the dollar amount of
the reference assets the sponsor was hedging on
its balance sheet. Other structures have evolved
that use credit-default swaps to transfer credit
risk and create different levels of risk exposure,
but that hedge only a portion of the notional
amount of the overall reference portfolio.23

Traditiona CLO structures usually transfer
assets into the SPV. In synthetic securitizations,
the underlying exposures that make up the refer-
enceportfolioremainintheBO’ shanking book.24
Thecreditriskistransferredintothe SPV through
credit-default swaps or CLNs. The BO is thus
able to maintain client confidentiality and avoid
sensitiveclient-relationshipissuesthat arisefrom
loan-transfer-notification requirements, loan-
assignment provisions, and loan-participation
restrictions

Corporate credits are assigned to the 100 per-
cent risk-weighted asset category for risk-based
capital calculation purposes. In the case of high-
quality, investment-grade corporate exposures,
the associated 8 percent capital requirement may
exceed the economic capital that the SBO sets
aside to cover the credit risk of the transac-
tion. Therefore, one of the apparent motivations
behind CLOs and other securitizations is to
more closely align the SBO's regulatory capital
requirements with the economic capital required
by the market.

Synthetic CLOs can raise questions about
their capital treatment when calculating the risk-
based and leverage capita ratios. Capital treat-
ments for three synthetic transactions follow.
They are discussed from the perspective of the
investors and the SBOs.

22. CLNs are obligations whose principal repayment is
conditioned upon the performance of a referenced asset or
portfolio. The assets' performance may be based on a variety
of measures, such as movements in price or credit spread, or
the occurrence of default.

23. A credit-default swap is similar to a financial standby
letter of credit in that the BO writing the swap provides, for a
fee, credit protection against credit losses associated with a
default on a specified reference asset or pool of assets.

24. “Banking book™ refers to nontrading accounts. See the
“trading account” definition in the Glossary for the instruc-
tions to the Consolidated Financial Statements for Bank Hold-
ing Companies, FR Y-9C.
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Figure 1—Transaction 1

Bank d SPV $1.5 hillion
$1.5 billion cash » cash proceeds
$1.5 billion proceeds Holds portfolio |
credit portfolio $1.5 billion of CLNs
of CLNs
issued by
bank
$1.5 billion
\ 4 of notes \ 4
X-year Y-year
notes notes

4060.3.5.3.10.1 Transaction 1—Entire
Notional Amount of the Reference Portfolio Is
Hedged

In the first type of synthetic securitization, the
SBO, through a synthetic CLO, hedges the
entire notional amount of a reference asset port-
folio. An SPV acquires the credit risk on a
reference portfolio by purchasing CLNSs issued
by the SBO. The SPV funds the purchase of the
CLNs by issuing a series of notes in severa
tranches to third-party investors. The investor
notes are in effect collateralized by the CLNs.
Each CLN represents one obligor and the BO’s
credit-risk exposure to that obligor, which could
take the form of bonds, commitments, loans,
and counterparty exposures. Since the notehold-
ers are exposed to the full amount of credit risk
associated with the individual reference obli-
gors, dl of the credit risk of the reference port-
folio is shifted from the SBO to the capita
markets. The dollar amount of notes issued to
investors equals the notional amount of the ref-
erence portfolio. In the example shown in figure
1, thisamount is $1.5 hillion.

If the obligor linked to a CLN in the SPV
defaults, the SBO will call the individual CLN
and redeem it based on the repayment terms
specified in the note agreement. The term of
each CLN is set so that the credit exposure (to
which it is linked) matures before the maturity
of the CLN, which ensures that the CLN will be
in place for the full term of the exposure to
which it is linked.

An investor in the notes issued by the SPV is
exposed to the risk of default of the underlying
reference assets, as well as to the risk that the
SBO will not repay principal at the maturity of
the notes. Because of the linkage between the
credit quality of the SBO and the issued notes, a
downgrade of the sponsor’s credit rating most
likely will result in the notes also being down-
graded. Thus, a BO investing in this type of
synthetic CLO should assign the notes to the
higher of the risk categories appropriate to the
underlying reference assets or the issuing entity.

For purposes of risk-based capital, the SBOs
may treat the cash proceeds from the sale of
CLNsthat provide protection against underlying
reference assets as cash collateralizing these
assets.?s This treatment would permit the refer-
ence assets, if carried on the SBO'’ s books, to be
assigned to the zero percent risk category to the
extent that their notional amount is fully collat-
eralized by cash. This treatment may be applied
even if the cash collateral is transferred directly
into the general operating funds of the BO and

25. The CLNs should not contain terms that would signifi-
cantly limit the credit protection provided against the under-
lying reference assets, for example, a materiaity threshold
that requires a relatively high percentage of loss to occur
before CLN payments are adversely affected, or a structuring
of CLN post-default payments that does not adequately pass
through credit-related losses on the reference assets to inves-
torsin the CLNs.

June 2000
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is not deposited in a segregated account. The
synthetic CLO would not confer any benefits to
the SBO for purposes of calculating its tier 1
leverage ratio, however, because the reference
assetsremain onthe organization’ shalance sheet.

4060.3.5.3.10.2 Transaction 2—High-Quality,
Senior Risk Position in the Reference Portfolio
Is Retained

In the second type of synthetic CLO transaction,
the SBO hedges a portion of the reference port-
folio and retains a high-quality, senior risk posi-
tion that absorbs only those credit losses in
excess of the junior-loss positions. For some
noted synthetic CLOs, the SBO used a combina-
tion of credit-default swaps and CLNSs to trans-
fer to the capital markets the credit risk of a
designated portfolio of the organization’s credit
exposures. Such atransaction allows the SBO to
allocate economic capital more efficiently and
to significantly reduce its regulatory capital
reguirements.

In the structure illustrated in figure 2, the
SBO purchases default protection from an SPV
for a specifically identified portfolio of banking-
book credit exposures, which may include let-
ters of credit and loan commitments. The credit
risk on the identified reference portfolio (which
continues to remain in the sponsor’s banking
book) is transferred to the SPV through the use
of credit-default swaps. In exchange for the

Figure 2—Transaction 2

credit protection, the SBO pays the SPV an
annua fee. The default swaps on each of the
obligors in the reference portfolio are structured
to pay the average default losses on all senior
unsecured obligations of defaulted borrowers.
To support its guarantee, the SPV sells CLNs to
investors and uses the cash proceeds to purchase
U.S. government Treasury notes. The SPV then
pledges the Treasuries to the SBO to cover any
default losses.26 The CLNs are often issued in
multiple tranches of differing seniority and in an
aggregate amount that is significantly less than
the notional amount of the reference portfalio.
The amount of notes issued typicaly is set a a
level sufficient to cover somemultipleof expected
losses, but well below the notional amount of
the reference portfolio being hedged.

There may be severa levels of loss in this
type of synthetic securitization. The first-loss
position may consist of a small cash reserve,
sufficient to cover expected losses. The cash
reserve accumulates over a period of years and
is funded from the excess of the SPV’s income
(that is, the yield on the Treasury securities plus
the credit-default-swap fee) over the interest
paid to investors on the notes. The investors in
the SPV assume a second-loss position through
their investment in the SPV’s senior and junior
notes, which tend to be rated AAA and BB,

26. The names of corporate obligors included in the refer-
ence portfolio may be disclosed to investors in the CLNs.
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respectively. Findly, the SBO retains a high- if the underlying asset pool deteriorates

quality, senior risk position that would absorb
any credit losses in the reference portfolio that
exceed the first- and second-loss positions.

Typically, no default payments are made until
the maturity of the overall transaction, regard-
less of when a reference obligor defaults. While
operationally important to the SBO, this feature
has the effect of ignoring the time value of
money. Thus, the Federal Reserve expects that
when the reference obligor defaults under the
terms of the credit derivative and when the
reference asset falls significantly in value, the
SBO should, in accordance with generally
accepted accounting principles, make appropri-
ate adjustmentsin its regulatory reportsto reflect
the estimated loss that takes into account the
time value of money.

For risk-based capital purposes, theBOsinvest-
ing in the notes must assign them to the risk
weight appropriate to the underlying reference
assets.2” The SBO must include in its risk-
weighted assets its retained senior exposure in
the reference portfolio, to the extent these under-
lying assets are held in its banking book. The
portion of the reference portfolio that is collater-
alized by the pledged Treasury securities may
be assigned a zero percent risk weight. Unless
the SBO meets the stringent minimum condi-
tions for transaction 2 outlined in the subsection
“Minimum Conditions,’ the remainder of the
portfolio should be risk weighted according to
the obligor of the exposures.

When the SBO has virtualy eiminated its
credit-risk exposure to the reference portfolio
through the issuance of CLNs, and when the
other minimum requirements are met, the SBO
may assign the uncollateralized portion of its
retained senior position in the reference port-
folio to the 20 percent risk weight. However, to
the extent that the reference portfolio includes
loans and other on-balance-sheet assets, the
SBO would not realize any benefits in the deter-
mination of its leverage ratio.

In addition to the three stringent minimum
conditions, the Federal Reserve may impose
other requirements, as it deems necessary to
ensure that an SBO has virtually eliminated all
of its credit exposure. Furthermore, the Federal
Reserve retains the discretion to increase the
risk-based capital requirement assessed against
the retained senior exposure in these structures,

27. Under this type of transaction, if a structure exposes
investing BOs to the creditworthiness of a substantive issuer,
for example, the SBO, then the investing BOs should assign
the notes to the higher of the risk categories appropriate to the
underlying reference assets or the SBO.

significantly.

Federal Reserve staff will make a case-by-
casedetermination, based onaqualitativereview,
as to whether the senior retained portion of an
SBO's synthetic securitization qualifies for the
20 percent risk weight. The SBO must be able
to demonstrate that virtually all the credit risk of
the reference portfolio has been transferred from
the banking book to the capital markets. Asthey
do when BOs are engaging in more traditional
securitizetion activities, examiners must care-
fully evaluate whether the SBO is fully capable
of assessing the credit risk it retains in its bank-
ing book and whether it is adequately capital-
ized given its residual risk exposure. The Fed-
era Reserve will require the SBO to maintain
higher levels of capital if it is not deemed to be
adequately capitalized giventheretained residual
risks. In addition, an SBO involved in synthetic
securitizations must adequately disclose to the
marketplace the effect of its transactions on its
risk profile and capital adequacy.

The Federal Reserve may consider an SBO’s
failure to require the investors in the CLNs to
absorb the credit losses that they contractually
agreed to assume an unsafe and unsound bank-
ing practice. In addition, such afailure generally
would constitute “‘implicit recourse” or support
to the transaction, which result in the SBO's
losing preferential capital treatment onitsretained
senior position.

If an SBO of a synthetic securitization does
not meet the stringent minimum conditions, it
may still reduce the risk-based capital require-
ment on the senior risk position retained in the
banking book by transferring the remaining
credit risk to a third-party OECD bank through
the use of a credit derivative. Provided the credit
derivative transaction qualifies as a guarantee
under the risk-based capital guidelines, the risk
weight on the senior position may be reduced
from 100 percent to 20 percent. SBOs may not
enter into nonsubstantive transactions that trans-
fer banking-book items into the trading account
to obtain lower regulatory capita require-
ments.28

28. For instance, a lower risk weight would not be applied
to a nonsubstantive transaction in which the SBO (1) enters
into acredit derivative transaction to pass the credit risk of the
senior retained portion held in its banking book to an OECD
bank, and then (2) enters into a second credit derivative
transaction with the same OECD bank, in which it reassumes
into its trading account the credit risk initially transferred.
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4060.3.5.3.10.3 Minimum Conditions

The following stringent minimum conditions are
those that the SBOs must meet to use the syn-
thetic securitization capital treatment for trans-
action 2. The Federal Reserve may impose addi-
tional requirements or conditions as deemed
necessary to ascertain that an SBO has suffi-
ciently isolated itself from the credit-risk expo-
sure of the hedged reference portfolio.

Condition 1—Demonstration of transfer of vir-
tually all the risk to third parties. Not all trans-
actions structured as synthetic securitizations
transfer the level of credit risk needed to receive
the 20 percent risk weight on the retained senior
position. To demonstrate that a transfer of virtu-
aly al of the risk has been achieved, SBOs
must—

1. produce credible analyses indicating a trans-
fer of virtually al the credit risk to substan-
tive third parties;

2. ensure the absence of any early-amortization
or other credit performance contingent
clauses;2°

3. subject the transaction to market discipline
through the issuance of a substantive amount
of notes or securities to the capital markets;

4. have notes or securities rated by a nationally
recognized credit rating agency;

5. structure a senior class of notes that receives
the highest possible investment grade rating,
for example, AAA, from a nationally recog-
nized credit rating agency;

6. ensure that any first-loss position retained by
the SBO in the form of fees, reserves, or
other credit enhancement—uwhich effectively
must be deducted from capital—is no greater
than a reasonable estimate of expected losses
on the reference portfolio; and

7. ensure that the SBO does not reassume any
credit risk beyond the first-loss position
through another credit derivative or any other
means.

Condition 2—Demonstration of ability to evalu-
ate remaining banking-book risk exposures and
provide adequate capital support. To ensure that

29. Early-amortization clauses may generally be defined
as features that are designed to force a wind-down of a
securitization program and rapid repayment of principa to
asset-backed securities investors if the credit quality of the
underlying asset pool deteriorates significantly.
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the SBO has adequate capital for the credit risk
of its unhedged exposures, it is expected to have
adequate systems that fully account for the
effect of these transactions on its risk profiles
and capital adequacy. In particular, the SBO's
systems should be capable of fully differentiat-
ing the nature and quality of the risk exposures
it transfers from the nature and quality of the
risk exposures it retains. Specifically, to gain
capital relief SBOs are expected to—

1. have a credible internal process for grading
credit-risk exposures, including the follow-
ing:

a. adequate differentiation of risk among risk
grades

b. adequate controls to ensure the objectivity
and consistency of the rating process

c. analysis or evidence supporting the accu-
racy or appropriateness of the risk-grading
System;

2. have a credible internal economic capital-
assessment process that defines the SBO to
be adequately capitalized at an appropriate
insolvency probability and that readjusts, as
necessary, its internal economic capital
requirements to take into account the effect
of the synthetic securitization transaction. In
addition, the process should employ a suffi-
ciently long time horizon to allow necessary
adjustmentsin the event of significant losses.
The results of an exercise demonstrating that
the organization is adequately capitalized
after the securitization transaction must be
presented for examiner review;

3. evaluate the effect of the transaction on the
nature and distribution of the nontransferred
banking-book exposures. Thisanalysisshould
include a comparison of the banking book’s
risk profile and economic capital require-
ments before and after the transaction, includ-
ing the mix of exposures by risk grade and
by business or economic sector. The analysis
should also identify any concentrations of
credit risk and maturity mismatches. Addi-
tionally, the SBO must adequately manage
and control the forward credit exposure that
arises from any maturity mismatch. The Fed-
eral Reserve retains the flexibility to require
additional regulatory capital if the maturity
mismatches are substantive enough to raise a
supervisory concern. Moreover, as stated
above, the SBO must demonstrate that it
meets its internal economic capital require-
ment subsequent to the completion of the
synthetic securitization;

4. perform rigorous and robust forward-looking
stress testing on nontransferred exposures
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Figure 3—Transaction 3
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(remaining banking-book loans and commit-
ments), transferred exposures, and exposures
retained to facilitate transfers (credit enhance-
ments). The stress tests must demonstrate
that the level of credit enhancement is suffi-
cient to protect the SBO from losses under
scenarios appropriate to the specific
transaction.

Condition 3—Provide adeguate public disclo-
sures of synthetic CLO transactions regarding
their risk profile and capital adequacy. In their
10-K and annual reports, SBOs must adequately
disclose to the marketplace the accounting, eco-
nomic, and regulatory consequences of syn-
thetic CLO transactions. In particular, SBOs are
expected to disclose—

1. the notiona amount of loans and commit-
ments involved in the transaction;

2. the amount of economic capital shed through
the transaction;

3. the amount of reduction in risk-weighted
assets and regulatory capital resulting from
the transaction, both in dollar terms and in
terms of the effect in basis points on the
risk-based capital ratios; and

4. the effect of the transaction on the distribu-
tion and concentration of risk in the retained
portfolio by risk grade and sector.

4060.3.5.3.10.4 Transaction 3—First-Loss
Position Is Retained

In the third type of synthetic transaction, the
SBO may retain a subordinated position that
absorbs the credit risk associated with a first
lossinareferenceportfolio. Furthermore, through
the use of credit-default swaps, the SBO may
pass the second- and senior-loss positions to a
third-party entity, most often an OECD bank.
The third-party entity, acting as an intermediary,
enters into offsetting credit-default swaps with
an SPV, thus transferring its credit risk associ-
ated with the second-loss position to the SPV.30
The SPV then issues CLNSs to the capital mar-
kets for a portion of the reference portfolio and
purchases Treasury collateral to cover some
multiple of expected losses on the underlying
exposures.

Two alternative approaches could be used to
determine how the SBO should treat the overall
transaction for risk-based capital purposes. The
first approach employs an analogy to the low-

30. Because the credit risk of the senior position is not
transferred to the capital markets but remains with the inter-
mediary bank, the SBO should ensure that its counterparty is
of high credit quality, for example, at least investment grade.
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level capital rule for assets sold with recourse.
Under thisrule, atransfer of assets with recourse
that contractually is limited to an amount less
than the effective risk-based capital require-
ments for the transferred assets is assessed a
total capital chargeequal tothemaximum amount
of loss possible under the recourse obligation. If
this rule applied to an SBO retaining a 1 percent
first-loss position on a synthetically securitized
portfolio that would otherwise be assessed 8 per-
cent capital, the SBO would be required to hold
dollar-for-dollar capital against the 1 percent
first-loss risk position. The SBO would not be
assessed a capital charge against the second-
and senior-risk positions.3t

The second approach employs a literal read-
ing of the capital guidelines to determine the
SBO’srisk-based capital charge. Inthisinstance,
the 1 percent first-loss position retained by the
SBO would be treated as a guarantee, that is, a
direct credit substitute, which would be assessed
an 8 percent capital charge againgt its face value
of 1 percent. The second-loss position, which is
collateralized by Treasury securities, would be
viewed as fully collateralized and subject to a
zero percent capital charge. The senior-loss
position guaranteed by the intermediary bank
would be assigned to the 20 percent risk cate-
gory appropriate to claims guaranteed by OECD
banks.32

The second approach may result in a higher
risk-based capital requirement than the dollar-
for-dollar capital charge imposed by the first
approach, depending on whether the reference
portfolio consists primarily of loans to private
obligors or undrawn long-term commitments.
The latter generally have an effective risk-based
capital requirement one-half of the requirement
for loans because these commitments are con-
verted to an on-balance-sheet credit-equivalent
amount using the 50 percent conversion factor.
If the reference pool consists primarily of drawn
loans to private obligors, then the capital
requirement on the senior-loss position would

31. The SBO would not realize any benefits in the determi-
nation of its leverage ratio since the reference assets remain
on the SBO’ s balance sheet.

32. If the intermediary is a BO, then it could place both
sets of credit-default swaps in its trading account and, if
subject to the Federal Reserve's market-risk capital rules, use
its general market-risk model and, if approved, specific-risk
model to calculate the appropriate risk-based capital require-
ment. If the specific-risk model has not been approved, then
the SBO would be subject to the standardized specific-risk
capital charge.
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be significantly higher than if the reference port-
folio contained only undrawn long-term com-
mitments. As a result, the capital charge for the
overall transaction could be greater than the
dollar-for-dollar capital requirement set forth in
the first approach.

SBOs will be required to hold capital against
aretained first-loss position in a synthetic secu-
ritization equal to the higher of the two capital
charges resulting from application of the first
and second approaches, as discussed above. Fur-
ther, although the SBO retains only the credit
risk associated with the first-loss position, it still
should continue to monitor all the underlying
credit exposures of the reference portfolio to
detect any changes in the credit-risk profile of
the counterparties. This is important to ensure
that the SBO has adequate capital to protect
against unexpected losses. Examiners should
determine whether the SBO has the capability to
assess and manage the retained risk in its credit
portfolio after the synthetic securitization is
completed. For risk-based capital purposes, BOs
investing in the notes must assign them to the
risk weight appropriate to the underlying refer-
ence assets.3?

4060.3.5.4 Considerations in the Overall
Assessment of Capital Adequacy

Examiners are to take into account the follow-
ing factors when assessing the overall capital
adequacy of banking organizations.

4060.3.5.4.1 Unrealized Asset Values

Banking organizations often have assets on their
books that are carried at significant discounts
below current market values. This difference
between book value (historical cost or acquisi-
tion value) and market value of any asset, par-
ticularly for banking premises, may represent
potential capital to the banking organization.
These** unrealized asset values” arenot included
in the risk-based capital calculation. Examiners
should take into consideration such unrecog-
nized capital when assessing capital adequacy.
Particular attention should be given to the nature
of the asset, the reasonableness of its valuation,
its marketability, and the likelihood of its sale.

33. Under this type of transaction, if a structure exposes
investing BOs to the creditworthiness of a substantive issuer,
for example, the SBO, then the investing BOs should assign
the notes to the higher of the risk categories appropriate to the
underlying reference assets or the SBO.
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4060.3.5.4.2 Subordinated Debt

To be included in tier 2 capital, subordinated
debt must be subordinated in right of payment
to the claims of the issuer's general creditors.
For bank holding companies, such debt must be
subordinated to senior indebtedness. To meet
this requirement, bank holding company debt
must, at @ minimum, be subordinated to (1) al
borrowed and purchased money, (2) similar
obligations arising from off-balance-sheet guar-
antees and direct credit substitutes, and (3) obli-
gations associated with derivative products such
as interest-rate and foreign-exchange-rate con-
tracts, commodity contracts, and similar arrange-
ments. (See SR-92-37.)

Subordinated debt (and intermediate-term pre-
ferred stock) must have an origina weighted
average maturity of at least five years to qualify
as supplementary capital. The average maturity
of an obligation whose principal is repayablein
scheduled periodic payments (for example, a
so-called serial redemption issue) isthe weighted
average of the maturities of all such scheduled
repayments. If the holder has the option to
require the issuer to redeem, repay, or repur-
chase the instrument before the original stated
maturity, maturity is defined as the earliest pos-
sible date on which the holder can put the instru-
ment back to the issuing banking organization.
This date may be much earlier than the instru-
ment’ s stated maturity date. In the last five years
prior to the maturity of alimited-life instrument,
the outstanding amount includable in tier 2 capi-
tal must be discounted by 20 percent a year
(20 percent of the origina amount less any
redemptions) during the instrument’s last five
years before maturity. The aggregate amount of
subordinated debt and intermediate-term pre-
ferred stock that may be included in tier 2
capital is limited to 50 percent of tier 1 capital
(net of goodwill and other intangible assets
required to be deducted in accordance with sec-
tion I11.B.1.b. of the risk-based capital measure).
Amounts issued or outstanding in excess of this
limit are not included in the risk-based capital
calculation. However, examiners are to take any
excess amount not included in the risk-based
capital calculation into consideration when
assessing the banking organization's funding
and financial condition.

Consistent with long-standing Board policy, a
banking organization may not repay, redeem, or
repurchase a subordinated-debt issue without
the prior written approval of the Federal Reserve.
The terms of the debt indenture should note that
such approval is required.

Close scrutiny should be given to terms that
permit the holder to accelerate payment of prin-
cipal upon the occurrence of certain events.
The only acceleration clauses acceptable in a
subordinated-debt issueincluded in tier 2 capital
are those that are triggered by bankruptcy (in
the case of a bank holding company) or receiv-
ership (in the case of a bank) (see SR-92-37).34
Terms that permit the holder to accelerate pay-
ment of principal upon the occurrence of other
events jeopardize the subordination of the debt
because such terms could permit debtholders in
a troubled institution to be paid out before
the depositors. In addition, debt whose terms
permit holders to accelerate payment of princi-
pa upon the occurrence of events other than
insolvency does not meet the minimum five-
year maturity requirement for debt-capital
instruments. Holders of such debt have the right
to put the debt back to the issuer upon the
occurrence of the named events, which could
happen on a date well in advance of the debt’s
stated maturity.

Close scrutiny should also be given to the
terms of those debt issues if an event of default
is defined more broadly than insolvency or a
failure to pay interest or principa when due.
There is a strong possibility that such terms are
inconsistent with safe and sound banking prac-
tice and that, accordingly, the debt issue should
not be included in capital. Concern is height-
ened when an event of default gives the holder
the right to accelerate payment of principal or
when other borrowings contain cross-default
clauses. Some events of default, such as making
additional borrowings in excess of a certain
amount, may unduly restrict the day-to-day
operations. Other events of default, such as
change of control or disposal of a banking orga-
nization subsidiary, may limit the flexibility of
management or supervisors to work out the
problems of a troubled organization. Still other
events of default, such as failure to maintain
certain capital ratios or rates of return or to limit
the amount of nonperforming assets or charge-
offsto a certain level, may be intended to allow
the debtholder to be made whole before a dete-
riorating banking organization becomes truly

34. A provision in bank holding company subordinated
debt that permits acceleration in the event a major bank
subsidiary enters into receivership would not jeopardize the
issue's tier 2 capital status. A provision permitting accelera-
tion in the event that any other type of ffiliate of the issuer
entered into bankruptcy or receivership would not be accept-
able in a subordinated debt issue included in capital.
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troubled. Debt issues that include any of these
types of events of default are not truly subordi-
nated and should not be included in capital.
Likewise, bank holding companies should not
include in capital debt issues that otherwise
contain terms or covenants that could adversely
affect the issuer’ s liquidity; unduly restrict man-
agement’s flexibility to run the organization,
particularly in times of financial difficulty; or
limit the regulator’s ability to resolve problem
situations.

Certain terms found in subordinated debt,
however, may provide protection to investors
without adversely affecting the overall benefits
of the instrument to the organization, and thus
would be acceptable for subordinated debt to be
included in capital. Among such acceptable
terms would be a provision that prohibits a bank
holding company from merging, consolidating,
or selling substantially all of its assets unless the
new entity assumes the subordinated debt.
Another acceptable provision would betheinclu-
sion as an event of default the failure to pay
principal and interest on a timely basis or to
make mandatory sinking fund deposits, so long
as such event of default does not alow the
debtholders to accelerate the repayment of prin-
cipa (see SR-92-37).

Debt issues, including mandatory convertible
securities, that tie interest payments to the finan-
cia condition of the borrower generally should
not be included in capital. Such payments may
be linked to the financial condition of an institu-
tionthrough variousways, such as(1) an auction-
rate mechanism, which is a preset schedule
mandating interest-rate increases either over the
passage of time or as the credit rating of the
bank holding company declines3s or (2) aterm
that raises the interest rate if payment is not
made in atimely fashion. Asthe financial condi-
tion of a bank holding company declines, it is

35. Although payment on debt whose interest rate increases
over time may not on the surface appear to be directly linked
to the financial condition of the issuing banking organization,
such debt (sometimes referred to as expanding- or exploding-
rate debt) has a strong potential to be credit sensitive in
substance. Banking organizations whose financial condition
has strengthened are more likely to be able to refinance the
debt at alower rate than that mandated by the preset increase,
whereas those banking organizations whose condition has
deteriorated are less likely to be able to do so. Moreover, just
when these latter institutions would be in the most need of
conserving capital, they would be under strong pressure to
redeem the debt as an alternative to paying higher rates and
therefore would accelerate depletion of their resources.
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faced with higher and higher payments on its
credit-sensitive subordinated debt at atimewhen
it most needs to conserve its resources. Thus,
credit-sensitive debt does not provide the sup-
port expected of a capital instrument to an insti-
tution whose financial condition is deteriorating;
rather, the credit-sensitive feature can accelerate
depletion of the organization's resources and
increase the likelihood of default on the debt.
While such terms may be acceptable in per-
petua preferred stock qualifying for tier 2 capi-
tal, they are not acceptable in a capital debt
issue because a banking organization in a dete-
riorating financial condition may not have the
option available in equity issues of eliminating
the higher payments without going into default.
If a bank holding company has included in its
capital subordinated debt issued by an operating
or nonoperating subsidiary, it is possible that the
debt is in effect secured and, thus, not includ-
ablein capital.

4060.3.5.4.3 Indligible Collateral and
Guarantees

The risk-based capital guidelines recognize col-
lateral and guarantees in only a limited number
of cases. Other types of collateral and guaran-
tees support the asset mix of banking organiza-
tions, particularly within their loan portfolios.
Such collateral or guarantees may serve to
substantially improve the overall quality of loan
portfolios and other credit exposures, and should
be considered by examiners when they are
arriving at their overall assessment of capital

adequacy.

4060.3.5.4.4 Overall Asset Quality

The conclusions drawn by banking organiza-
tions from calculating their risk-based capital
ratios may be significantly different from con-
clusions drawn by examiners. The main reason
for these differences is the assessment of asset
quality. Examiners must assess the capital ade-
quacy of banking organizations, taking into
account examination or inspection findings, par-
ticularly those findings regarding the severity of
problem and classified assets and investment or
loan portfolio concentrations, as well as the
adequacy of the banking organization’s allow-
ance for loan and lease losses.
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4060.3.5.4.5 Interest-Only Srips (10s)
and Principal-Only Srips (POs)

I10s and POs have highly volatile price charac-
teristics as interest rates change and are gener-
aly not considered appropriate investments for
most banking organizations. However, some
sophisticated banking organizations may use
I0s and POs as hedging vehicles. The Board
does not want to discourage the legitimate use
of 10s and POs as hedging vehicles. Examiners
assessments of capital adequacy should reflect
banking organizations' appropriate use of hedg-
ing instruments, including 10s and POs. Bank-
ing organizations that have appropriately hedged
their interest-rate exposure may be permitted to
operate with lower levels of capital than those
banking organizations that are vulnerable to
interest-rate changes.

4060.3.5.4.6 Interest-Rate Risk

Examiners are to continue to scrutinize banking
organizations' interest-rate risk exposure care-
fully and to require that organizations with
undue levels of interest-rate risk strengthen their
capital positions even though they may meet the
minimum risk-based capital standards.

4060.3.5.4.7 Claims On, and Claims
Guaranteed by, OECD Central
Governments

The risk-based capital guidelines assign a zero
percent risk weight to all direct claims (includ-
ing securities, loans, and leases) on the central
governments of the OECD-based group of coun-
tries and U.S. government agencies. Generally,
the only direct claims banking organizations
have on the U.S. government and its agencies
are in the form of Treasury securities. Zero-
coupon, that is, single-payment, Treasury secu-
rities trading under the U.S. Treasury’s Sepa
rately Traded Registered Interest and Principal
(STRIP) Program are assigned to the zero per-
cent risk category. A security that has been
stripped by a private-sector entity, such as a
brokerage firm, is considered an obligation of
that entity and, accordingly, is assigned to the
100 percent risk category.

Claims that are directly and unconditionally
guaranteed by an OECD-based central govern-
ment or a U.S. government agency are aso
assigned to the zero percent risk category. Such
claims that are not unconditionally guaranteed
are assigned to the 20 percent risk category. A

claim is not considered to be unconditionally
guaranteed by a central government if the valid-
ity of the guarantee is dependent upon some
affirmative action by the holder or athird party.
Generaly, securities guaranteed by the U.S.
government or its agencies that are actively
traded in financial markets are considered to
be unconditionally guaranteed. These include
Government National Mortgage Association
(GNMA) and Small Business Administration
(SBA) securities.

As of December 30, 1992, banking organiza-
tions are permitted to assign to the zero percent
risk category claims collateralized by cash on
deposit in the banking organization or by OECD
central governments or U.S. government agency
securities for which a positive collateral margin
is maintained on a daily basis, fully taking into
account any change in the banking organiza-
tion's exposure to the obligor or counterparty
under a claim in relation to the market value of
the collateral held in support of that claim. The
Board is not requiring that a specific minimum
margin of collateral be maintained on collateral-
ized transactions assigned to the zero percent
risk category. The Board expects that bank-
ing organizations will establish, as a part of
prudent operating procedures, a minimum level
of margin for these transactions based upon
such factors as the volatility of the securities
involved, so asto avoid unduly frequent margin
cals.

A limited number of U.S. government agency—
guaranteed loans are deemed to be uncondition-
aly guaranteed and, hence, can be assigned to
the zero percent risk category. These include
most loans guaranteed by the Export-Import
Bank (Exim Bank),3¢ loans guaranteed by the
U.S. Agency for International Development
(AID) under its Housing Guaranty Loan Pro-
gram, SBA loans subject to a secondary parti-
cipation guaranty (in accordance with SBA
Form 1086), and Farmers Home Administration
(FmHA) loans subject to an assignment guar-
anty agreement in accordance with FmHA
Form 449-36.

Apart from the exceptions noted in the
preceding paragraph, loans guaranteed by the
U.S. government or its agencies are considered
conditionally guaranteed. The guaranteed por-
tion of the loans is assigned to the 20 percent
category. These loans include, but are not

36. Loans guaranteed under Exim Bank’s Working Capital
Guarantee Program, however, receive a 20 percent risk weight.
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limited to, loans guaranteed by the Commod-
ity Credit Corporation (CCC), the Federal Hous-
ing Administration (FHA), the Foreign Credit
Insurance Association (FCIA), the Overseas
Private Investment Corporation (OPIC), and
the Veterans Administration (VA), and, except
as indicated above, portions of loans guaranteed
by the FmHA and the SBA. Loan guarantees
offered by FCIA and OPIC often guarantee
against political risk. However, only that portion
of aloan guaranteed by FCIA or OPIC against
commercia or credit risk may receive a prefer-
ential 20 percent risk weight. The portion of
Government Trust Certificates issued to pro-
vide funds for the refinancing of foreign mili-
tary sales loans made by the Federa Financing
Bank or the Defense Security Assistance Agency
that are indirectly guaranteed by the U.S. gov-
ernment also qualify for the 20 percent risk
weight.

4060.3.6 DIFFERENCE IN
APPLICATION OF THE RISK-BASED
CAPITAL GUIDELINES TO BANKING
ORGANIZATIONS

The capital guidelines are generaly the same
for state member banks and bank holding com-
panies. Since year-end 1992, however, there has
been one significant difference: the manner in
which capital is defined for use in computing
the risk-based capital ratio. Specifically, per-
petual preferred stock is handled differently for
state member banks than for bank holding
companies.

4060.3.6.1 Difference in Treatment of
Perpetual Preferred Stock

Bank holding companies may include unlimited
amounts of noncumulative perpetua preferred
stock in tier 1 capital and limited amounts of
cumulative perpetual preferred stock. The
aggregate amount of cumulative stock that may
be included in a bank holding company’s tier 1
capital is limited to one-third of the sum of core
capital elements, excluding cumulative perpet-
ual preferred stock. Any amount of cumulative
perpetua preferred stock in excess of this limit
may be included as tier 2 capital. In contrast,
state member banks may include only noncumu-
lative perpetual preferred stock in tier 1 capital.
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4060.3.6.2 Perpetua Preferred Stock
(Terms Relating to Tier 1 Treatment)

Given the importance of core capital, the Fed-
eral Reserve's guidelines exclude from tier 1
capital preferred stock (including auction rate
preferred) in which the dividend rate is reset
periodically, based in whole or in part upon the
banking organization’s financial condition or
credit standing. Under such instruments, the
obligationto pay out higher dividendsin response
to a deterioration in an organization’s financia
condition is inconsistent with the essentia
precept that capital should provide both strength
and loss-absorption capacity to an organiza-
tion during periods of adversity. Rather than
paying out higher dividends, banking organiza-
tions are expected to conserve capital during
such periods.

Ordinarily, fixed-rate preferred stock and
traditional floating- or adjustable-rate preferred
stock—where the dividend rate is based upon
an independent market index that is in no way
tied to the issuer’s financial condition—do not
raise significant supervisory concerns, espe-
cially if the adjustable-rate instrument is
accompanied by reasonable spreads and cap
rates. However, certain other features that
have been incorporated in, or mentioned for
possible inclusion in, some preferred stock
issues do raise serious questions about whe-
ther these issues will truly serve as a permanent,
or even long-term, source of capital. Such
features include “‘exploding-rate” or similar
mechanisms, whereby, after a specified period,
the dividend rate automatically increases to a
level that appears unreasonable or that could
create substantial incentives for the issuer to
redeem the instrument. Perpetua preferred
stock with this type of feature could cause the
banking organization to be faced with higher
dividend requirements at afuture date when it is
experiencing financial difficulties. Such pre-
ferred stock is not generaly includable in tier 1
capital.

4060.3.7 CASH REDEMPTION OF
PERPETUAL PREFERRED STOCK

Under the Federal Reserve's risk-based capital
guidelines, two essential characteristics of core
(tier 1) capita—which comprises common
stock and perpetual preferred stock—are loss-
absorption capacity and stability. In addition to
existing laws and regulations that pertain to
the redemption or repurchase of capital securi-
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ties, the Federa Reserve's risk-based capital
guidelines generally provide that any bank hold-
ing company contemplating the redemption of
material amounts of permanent equity instru-
ments, including perpetual preferred stock, should
receive Federal Reserve approval prior to taking
such action.3” Any perpetual preferred stock
with a feature permitting redemption at the
option of the issuer may qualify as capital only
if the redemption is subject to prior approval of
the Federal Reserve.

The guidelines indicate that consultation with
the Federal Reserve could be unnecessary if the
instrument is redeemed with the proceeds of
another acceptable tier 1 instrument and the
organization's capital is considered fully ade-
quate. However, because of the need to make
supervisory judgments on these conditions, as
well as the objective of fostering sound capital
positions, banking organizations contemplating
material redemptions of core capital are gener-
ally expected to discuss these plans with their
appropriate supervisory authorities, regardless
of the circumstances. This has long been the
expectation and practice of the Federal Reserve.
Prior consultation puts the supervisory authority
in a position to take appropriate action if any
planned capital redemption could have an
adverse impact on an organization’s financial
condition.

The Federal Reserve's interest in the level
and composition of capital derives both
from the System’s general supervisory respon-
sibilities to monitor and address any actions
that could erode an organization’s capital base
and from the need to implement the letter and
spirit of supervisory guidelines on capital
adequacy. Under the Federal Reserve's guide-
lines, to qualify as capital an instrument may
not contain or be covered by covenants, terms,
or restrictions that are inconsistent with safe
and sound banking practice. Moreover, per-
petual preferred stock cannot contain provisions
that would require future redemption of the
issue, and the issuer must have the ability and
legal right to defer or eliminate preferred
dividends.

4060.3.7.1 Federa Reserve's Supervisory
Position on Cash Redemption of Tier 1
Preferred Stock

To qualify for tier 1 treatment, redemption for
cash, regardless of source, is permissible only at

37. Thisgeneral principle also applies to the redemption of
limited-life capital instruments prior to their stated maturities.

the issuer’s option. Moreover, in view of the
importance of ensuring the stability of tier 1
capital, tier 1 preferred stock instruments should
aso provide that cash redemption would be
permitted only with the prior consent of the
Federal Reserve. The Federa Reserve expects
that it would usually grant such approval, when
consistent with the organization’s overall finan-
cial condition, if the preferred shares are
redeemed with the proceeds of an acceptable
tier 1 capital instrument that would maintain or
strengthen the issuer’s capital base. Approval
could also be granted if the Federa Reserve
determinesthat the issuer’s capital position after
the redemption would clearly be adequate and
that the issuer’s condition and circumstances
warrant the reduction of a source of permanent
capital.

4060.3.8 COMMON STOCK
REPURCHASES AND DIVIDEND
INCREASES ON COMMON STOCK

The Federal Reserve has long emphasized the
importance of prudent levels of capital to the
overall safety and soundness of banking organi-
zations. In pursuit of its supervisory objective to
achieve an adequate level of capitalization in
banking organizations, the Federal Reserve has
over time promulgated various rules, guidelines,
and standards concerning capital levels and the
acceptable characteristics of various capita
instruments and transactions. With respect to
cash redemptions of common stock, section
225.4(b)(1) of Regulation Y requires bank hold-
ing companies to give the Federal Reserve prior
notice of any repurchase of common stock that
would reduce total equity capital by 10 percent
or more aggregated over any 12-month period.
The risk-based capital guidelines further request
that bank holding companies consult with the
Federal Reserve prior to any material redemp-
tion of permanent equity instruments.

Because of the need for banking organiza-
tions to strengthen their capital positions gener-
aly, the Board strongly recommends that bank
holding companies deemed to be experiencing
financial weaknesses (or those at significant risk
of developing financial weaknesses) consult with
the appropriate Federal Reserve Bank prior to
any cash redemption of common stock. Simi-
larly, any bank holding company considering
expansion, either through acquisitions or through
new activities, is also requested to consult with
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the appropriate Federal Reserve Bank prior
to any cash redemption of common stock.
Although there may be legitimate uses of repur-
chased shares (for example, in ESOP transac-
tions), this request is intended to prevent an
imprudent or untimely repurchase that would
have an immediate or potentially adverse impact
on the financial condition of the banking organi-
zation. In general, Reserve Banks should dis-
courage bank holding companies from repur-
chasing their sharesif there would be an adverse
effect on the capital of the organization. A simi-
lar procedure was adopted for redemptions of
perpetua preferred stock (see section 4060.3.7
or SR-89-20).

Further, because the banking organizations
ability to gain access to capital markets can be
further diminished by rating-agency down-
grades, the Federal Reserve considers internal
capital generation an important element in a
banking organization’s capital planning. There-
fore, bank holding companies in general, but
particularly those experiencing any degree of
financial weakness, are requested to consult
with the appropriate Federal Reserve Bank
before increasing the rate of cash dividends
paid on common stock, an action that reduces
capital-generation rates for companies experi-
encing financial weakness. It is the intention
of the Federal Reserve to ensure that the finan-
cial condition, future earnings prospects, and
capital level of the banking organization are
consistent with any proposed increase in
dividends. See Regulation Y, section 225.4(b)(1)
and Regulation Y, appendix A, section 1.

4060.3.9 MANDATORY
CONVERTIBLE DEBT SECURITIES
AND PERPETUAL DEBT

Mandatory convertible debt securities are essen-
tially subordinated debt instruments that may be
converted into common or perpetual preferred
stock within a specified period of time, not to
exceed 12 years. To be counted astier 2 capital,
mandatory convertible securities must meet the
criteria set forth below. These criteria cover the
two basic types of mandatory convertible securi-
ties: equity contract notes (securitiesthat obligate
the holder to take common or perpetual pre-
ferred stock of the issuer in lieu of cash for
repayment of principal) and equity commitment
notes (securities that are redeemable only with
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the proceeds from the sale of common or per-
petual preferred stock). Bank holding compa-
nies may include mandatory convertible debt
securities (net of the stock dedicated to retire the
issue(s)), in the form of equity contract notes or
equity commitment notes as unlimited elements
of tier 2 capital, provided that the applicable
criteria set forth below are met (see also Regula-
tion Y, appendix B). They are also permitted to
include perpetual debt as an element of tier 2
capital. To be included as unlimited elements of
tier 2 capital for bank holding companies, these
instruments must meet the respective criteria set
forth below (also found in Regulation Y, appen-
dix B). The amount of mandatory convertible
securities that have the proceeds of the issuance
of common stock dedicated to redeem or retire
them are treated as term subordinated debt sub-
ject to the specified limitation. A banking orga-
nization must receive Federal Reserve approval
before redeeming (or repurchasing) mandatory
convertible debt prior to maturity. The terms of
the securities should note that such approva is
required.

4060.3.9.1 Treatment of Debt with
Dedicated Proceeds

If a bank holding company has issued common
or perpetual preferred stock and dedicated the
proceeds to the retirement or redemption of
mandatory convertibles, the portion of man-
datory convertibles covered by the dedication
no longer carries a commitment to issue equity
and, thus, has in effect been rendered into ordi-
nary subordinated debt. Accordingly, the
amount of the stock dedicated is netted from the
amount of mandatory convertibles includable as
unlimited tier 2 capital. The portion of such
securities covered by dedications should be
included in capital as subordinated debt, subject
to amortization in the last five years of its life,
and should be limited, together with other subor-
dinated debt and intermediate-term preferred
stock, to 50 percent of tier 1 capital. For exam-
ple, abank holding company has an outstanding
equity contract note for $1 million and issues
$300,000 of common stock, dedicating the pro-
ceeds to the retirement of the note. It would
include the $300,000 of common stock in its
tier 1 capital. The $700,000 of the equity con-
tract note not covered by the dedication would
be treated as an unlimited element of tier 2
capital. The $300,000 of the note covered by the
dedication would be treated as subordinated
debt.
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4060.3.9.2 Treatment of Debt with
Segregated Funds

In some cases, the indenture of a mandatory
convertible debt issue may require the bank
holding company to set up segregated trust
funds to hold the proceeds from the sae of
equity securities dedicated to pay off the princi-
pal of the mandatory convertibles at maturity.
The portion of mandatory convertible securities
covered by the amount of such segregated trust
funds is considered secured and, thus, may not
be included in capital. The maintenance of such
a separate segregated fund for the redemption of
mandatory convertibles exceeds the require-
ments of appendix B of Regulation Y. Accord-
ingly, if a banking organization, with the agree-
ment of the debtholders, wishes to eliminate the
fund, regulatory approva normally should
be given unless supervisory concerns warrant
otherwise.

4060.3.9.3 Criteria Applicable to Both
Types of Mandatory Convertible
Securities

1. The securities must mature in 12 years or
less.

2. The issuer may redeem securities prior to
maturity only with the proceeds from the sale
of common or perpetua preferred stock of
the bank holding company. Any exception to
this rule must be approved by the Federal
Reserve. The securities may not be redeemed
with the proceeds of another issue of manda-
tory convertible securities, nor may the issuer
repurchase or acquire its own manda-
tory convertible securities for resde or
reissuance.

3. Holders of the securities may not accelerate
the payment of principal except in the event
of bankruptcy, insolvency, or reorganization.

4. The securities must be subordinate in right of
payment to all senior indebtedness of the
issuer. If the proceeds of the securities are
reloaned to an dffiliate, the loan must be
subordinated to the same degree as the origi-
nal issue.

5. If an issuer intends to dedicate the proceeds
of an issue of common or perpetual preferred
stock to satisfy the funding requirements of
an issue of mandatory convertible securities
(that is, the requirement to retire or redeem
the notes with the proceeds from the issuance
of common or perpetua preferred stock), the
issuer generally must make the dedication
during the quarter in which the new common

or preferred stock is issued.38As a genera
rule, if the dedication is not made within the
prescribed period, then the securities issued
may not at a later date be dedicated to the
retirement or redemption of the mandatory
convertible securities.3®

4060.3.9.3.1 Additional Criteria
Applicable to Equity Contract Notes

1. The note must contain a contractual provi-
sion (or be issued with a mandatory stock
purchase contract) that requires the holder of
the instrument to take the common or per-
petual stock of the issuer in lieu of cash in
satisfaction of the claim for principal repay-
ment. The holder's obligation to take the
common or perpetua preferred stock of the
issuer may be waived if, and to the extent
that, prior to the maturity date of the obliga-
tion, the issuer sells new common or per-
petual preferred stock and dedicates the pro-
ceeds to the retirement or redemption of the
notes. The dedication generally must be made
during the quarter in which the new common
or preferred stock is issued.

2. A stock purchase contract may be separated
from a security only if (1) the holder of the
contract provides sufficient collateral“® to the

38. Common or perpetual preferred stock issued under
dividend reinvestment plans or issued to finance acquisitions,
including acquisitions of business entities, may be dedicated
to the retirement or redemption of the mandatory convertible
securities. Documentation certified by an authorized agent of
the issuer showing the amount of common stock or per-
petual preferred stock issued, the dates of issue, and amounts
of such issues dedicated to the retirement or redemption of
mandatory convertible securities will satisfy the dedication
requirement.

39. For each dollar of common or perpetua preferred
proceeds dedicated to the retirement or redemption of the
notes, there is a corresponding reduction in the amount of
outstanding mandatory securities that may qualify as tier 2
capital (the amount of proceeds dedicated would be included
in tier 2 capital as subordinated debt subject, together with
other subordinated debt, to a limit of 50 percent of tier 1
capital and to discounting of 20 percent per year during the
last five years to maturity). De minimis amounts of common
or perpetual stock issued under arrangements in which the
amount of stock issued is not predictable, such as dividend
reinvestment plans and employee stock option plans (but
excluding public stock offerings and stock issued in connec-
tion with acquisitions), should be dedicated by no later than
the company’ s fiscal year-end.

40. Collateral is defined as (1) cash or certificates of
deposit; (2) U.S. government securities that will mature prior
to or simultaneous with the maturity of the equity contract and
that have a par or maturity value at least equal to the amount
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issuer, or to an independent trustee for the
benefit of the issuer, to ensure performance
under the contract, and (2) the stock pur-
chase contract requires the purchase of com-
mon or perpetual preferred stock.

4060.3.9.3.2 Additional Criteria
Applicable to Equity Commitment Notes

1. The indenture or note agreement must con-
tain the following two provisions:

a. The proceeds of the sale of common or
perpetua preferred stock will be the sole
source of repayment for the notes, and the
issuer must dedicate the proceeds for the
purpose of repaying the notes. (Documen-
tation, certified by an authorized agent of
the issuer, showing the amount of com-
mon or perpetual preferred stock issued,
the dates of issue, and amounts of such
issues dedicated to the retirement or
redemption of mandatory convertible
securities will satisfy the dedication
requirement.)

b. By thetimethat one-third of thelife of the
securities has run, the issuer must have
raised and dedicated an amount equal to
one-third of the original principal of the
securities. By the time that two-thirds of
thelife of the securities has run, the issuer
must have raised and dedicated an amount
equal to two-thirds of the origina princi-
pal of the securities. At least 60 days prior
to the maturity of the securities, the issuer
must have raised and dedicated an amount
equal to the entire original principal of the
securities. Proceeds dedicated to redemp-
tion or retirement of the notes must come
only from the sale of common or per-
petual preferred stock.4:

2. If the issuer fails to meet any of these peri-
odicfunding requirements, the Federal Reserve
will immediately cease to treat the unfunded
securities as tier 2 capital and will take
appropriate supervisory action. In addition,
failure to meet the funding requirements will
be viewed as a breach of a regulatory com-

of the holder’s obligation under the stock purchase contract;
(3) standby letters of credit issued by an insured U.S. bank
that is not an affiliate of the issuer; and (4) other collateral as
may be designated from time to time by the Federal Reserve.

41. The funded portions of the securities will be deducted
from the amount of mandatory convertible securities outstand-
ing, but included in the amount of subordinated debt.
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mitment, which the Board will take into con-
sideration when it acts on statutory
applications.

3. If a security is issued by a subsidiary of a
bank or bank holding company, any guaran-
tee of the principal by that subsidiary’s par-
ent bank or bank holding company must be
subordinate to the same degree as the secu-
rity issued by the subsidiary and limited to
repayment of the principal amount of the
security at its final maturity.

4060.3.9.4 Criteria for Determining the
Tier 2 Capital Status of Perpetual Debt
Instruments of Bank Holding Companies

1. The instrument must be unsecured.

2. The instrument may not give the noteholder
the right to demand repayment of principal
except in the event of bankruptcy, insol-
vency, or reorganization. Theinstrument must
provide that nonpayment of interest shall not
trigger repayment of the principal of the per-
petual debt note or any other obligation of
the issuer, nor shall it constitute prima facie
evidence of insolvency or bankruptcy.

3. The issuer shal not voluntarily redeem the
debt issue without prior Federal Reserve
approval, except when the debt is converted
to, exchanged for, or simultaneously replaced
in like amount by an issue of common or
perpetua preferred stock of the issuer or the
issuer’s parent company.

4. If issued by a bank holding company, a bank
subsidiary, or a subsidiary with substantial
operations, the instrument must contain a
provision that allows the issuer to defer inter-
est payments on the perpetual debt in the
event of, and at the same time as, the elimi-
nation of dividends on al outstanding com-
mon or preferred stock of the issuer (or, in
the case of a guarantee by a parent company,
at the same time as the elimination of the
dividends of the parent company’s common
and preferred stock). In the case of a nonop-
erating subsidiary (a funding subsidiary
or one formed to issue securities), the defer-
ral of interest payments must be triggered by
elimination of dividends by the parent
company.

5. If issued by a bank holding company or a
subsidiary with substantial operations, the
instrument must convert automatically tocom-
mon or perpetual preferred stock of theissuer
when the issuer’s retained earnings and sur-
plus accounts become negative. If an operat-
ing subsidiary’s perpetual debt is guaranteed
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by its parent, the debt may convert to the
shares of the issuer or parent when the issu-
er's or parent’s retained earnings and surplus
accounts become negative. If issued by a
nonoperating subsidiary of a bank holding
company or bank, the instrument must con-
vert automatically to common or preferred
stock of the issuer’s parent when the retained
earnings and surplus accounts of the issuer’s
parent become negative.

4060.3.10 INSPECTION OBJECTIVES

1. To determine the adequacy of capital in rela-
tion to the risks inherent in the transactions
and activities of the banking organization.

2. To determine compliance with the risk-based
and tier 1 leverage measures of the capital
adequacy guidelines as they apply to bank
holding companies (see section 4060.4 of
this manual).

3. To determine if the capital management and
operating policies, practices, and procedures
are adequate, and whether they reflect the
requirements of the capital adequacy guide-
lines, if applicable.

4. To evduate the performance of the bank
holding company’ s officers and employeesin
administering and controlling the capital posi-
tion of the organization, including its bank-
ing and nonbanking subsidiaries.

5. To evauate the propriety and consistency of
thebanking organization’ spresent and planned
level of capitalization in light of the risk-
based and leverage capital measures, as
required, as well as existing conditions and
future plans.

6. To initiate corrective action, in conjunction
with the inspection process, when policies,
procedures, or capital are deficient.

4060.3.11 INSPECTION PROCEDURES

Section4060.3.5listsitemsthat examinersshould
consider during their analysis of capital ade-
quacy with regard to the risk-based measure.
The instructions in that section are to be fol-
lowed in addition to the inspection procedures
listed below.

Verification of the Risk-Based Capital
Ratio

NOTE: Examiners should verify that the bank
holding company has adequate systems in place

to compute and document its risk-based capital
ratios.

1. Determineif the bank holding company iscor-
rectly reporting risk-based capital infor-
mation requested on the Federal Reserve's
FR Y-9C Reports of Condition and Income
and supplementary schedules.

a. If the bank holding company has consoli-
dated assets of less than $150 million,
determine whether the bank holding com-
pany risk-based capital guidelines till
apply because—

(1) the bank holding company is
engaged in nonbank activity involv-
ing significant leverage (includes off-
balance-sheet activities) or

(2) the parent company has a significant
amount of outstanding debt that is
held by the general public.

For the qualifying components of capital

2. Determine if management is adhering to the
underlying terms of any currently outstand-
ing stock issues.

3. Review common stock to ensure that the
bank holding company isin compliance with
the terms of any underlying agreement(s)
and to determine if more than one class
exists. If more than one class exists, review
the terms for any preference or nonvoting
features. If the terms include such features,
determine whether the class of common stock
qualifies for inclusion in tier 1 capital.

4. Review any perpetua and long-term pre-
ferred stock for the following:

a. compliance with terms of the underlying
agreement(s), carefully noting—
(1) adherence to the cumulative or noncu-
mulative nature of the stock and
(2) adherence to any conversion rights
b. proper categorization astier 1 or tier 2 for
capital adequacy purposes, noting the fol-
lowing requirements:
(1) Tier 1 perpetual preferred stock must
have the following characteristics:
— no maturity date
— not redeemable at the option of
the holder
— unsecured
— abhility to absorb losses
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— ability and legal right for issuer characteristics:
to defer or eliminate dividends (1) unsecured

— anyissuerredemption featuresub- (2) minimum  fiveyear  original

ject to Federal Reserve prior
approval
— fixed-rate or traditiona floating-
or adjustable-rate
— no features that would require or
create an incentive for the issuer
to redeem or repurchase the in-
strument, such as an ** exploding
rate/’ an auction-rate pricing
mechanism, or a feature that
allows the stock to be converted
into increasing numbers of com-
mon shares
(2) Perpetual preferred stock, includable
within tier 2 capital without a sub-
limit, must have the characteristics
listed within inspection procedure
4.b.(1) above for tier 1 perpetua pre-
ferred stock, but does not otherwise
qualify for inclusion in tier 1 capital.
For example, cumulative or auction-
rate perpetual preferred stock, which
does not qualify for tier 1 capital, may
be includablein tier 2 capital.

5. Verify that minority interestin equity accounts

of consolidated subsidiariesincluded in tier 1

capital consists of tier 1 capital elements.

Determine whether any perpetual preferred

stock of a subsidiary that is included in

minority interest is secured by the subsid-
iary’s assets; if so, that stock may not be
included in capital.

. Review the intermediate-term preferred stock

and subordinated debt instruments included

in capital for the following:

a. compliance with terms of the underlying
agreement(s), noting that subordinated debt
containing one or both of the following
terms may not be included in capital:

(1) interest payments tied to the banking
organization’s financial condition

(2) acceleration clauses or broad condi-
tions of events of default that are in-
consistent with safe and sound bank-
ing practices

b. compliance with restrictions on the
inclusion of such instrumentsin capital by
verifying that the aggregate amount of
both types of instruments does not exceed
50 percent of tier 1 capital (net of all
goodwill) and that the portions includable
in tier 2 capital possess the following
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8.

9.

weighted-average maturity

(3) in the case of subordinated debt, con-
tains terms stating that the debt (1) is
not a deposit, (2) is not insured by a
federal agency, (3) cannot beredeemed
without prior approval from the Fed-
eral Reserve, and (4) is subordinated
to depositors and genera
creditors

C. appropriate amortization, if the instru-
ments have a remaining maturity of less
than five years

. Determine, through review of minutes of the

board of directors meetings, if a stock offer-

ing or subordinated debt issue is being con-

sidered. If so, determine that management is
aware of the risk-based capital requirements
for inclusion in capital.

Review any mandatory convertible debt

securities for the following:

a compliance of the terms with the crite-
ria set forth in Regulation Y (12 C.FR.
225), appendix B

b. notification in the terms of agreement
that the redemption or repurchase of such
securities prior to maturity is subject
to prior approval from the Federal Reserve

c. thetreatment of the portions of such secu-
rities covered by the issuance of common
or perpetual preferred stock dedicated to
the repayment of the securities, bearing in
mind the following:

(1) The amount of the security covered

by dedicated stock should be treated
as subordinated debt and is subject,
together with other subordinated debt
and intermediate-term preferred stock,
to a sublimit within tier 2 capital of
50 percent of tier 1 capital, as well as
to amortization in the last five years
of life.
The portion of a mandatory con-
vertible security that is not covered by
dedication qualifies for inclusion in
tier 2 capital without any sublimit
and without being subject to amorti-
zation in the last five years of life.

Verify that the transactions within the

allowance for loan and lease losses have

been properly accounted for during the
inspection period and verify that the amount
included in tier 2 capital has been limited to

1.25 percent of weighted-risk assets.

@
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For the calculation of risk-weighted
assets

10.

11.

Verify that each on- and off-balance-sheet
item has been assigned to the appropriate
risk category in accordance with the risk-
based capital guidelines. Close attention
should be paid to the underlying obligor,
collateral, and guarantees, and to assign-
ment to a risk category based upon the
terms of a claim. The clam should be
assigned to the risk category appropriate to
the highest risk option available under the
terms of the transaction. Verify that the
bank holding company’s documentation
supports the assignment of preferential risk
weights. If necessary, recalculate the value
of risk-weighted assets.

Verify that all off-balance-sheet items have
been converted properly to credit-
equivalent amounts based on the risk-based
capital guidelines. Close attention should
be paid to the proper reporting of assets
sold with recourse, financial and perfor-
mance standby letters of credit, participa-
tions of off-balance-sheet transactions, and
commitments.

Verification of the Tier 1 Leverage Ratio

1

Verify that the bank holding company has
correctly calculated tier 1 capital in accor-
dance with the definition of tier 1 capital for
year-end 1992 as set forth in the risk-based
capital guidelines.

. Verify that the bank holding company has

properly calculated average total consoli-
dated assets.

Overall Assessment of Capital Adequacy

1.

For bank holding companies that do not meet
the minimum risk-based tier 1 leverage capi-
tal standard, as required, or that are other-
wise considered to lack sufficient capital to
support their activities, examine the capitali-
zation plans for achieving adequate levels of
capital and determine whether they are
acceptable to the Federal Reserve District's
management. Review and comment on these
plans and any progress achieved in meeting
the requirements.

. The analysis of capital adequacy requires an

evaluation of the propriety and consistency
of the bank holding company’s present and
planned level of capitalization in light of

existing conditions and future plans. In this

regard, the examiner assigned to assessing

capital adequacy should do the following:

a Using the latest Bank Holding Company
Performance Report (BHCPR), analyze
applicable ratios involving capital funds,
comparing these ratios with those of its
peer group and investigating trends or sig-
nificant variations from peer-group
averages.

b. Determinethat capital is sufficient to com-
pensate for any instabilities or deficien-
ciesin asset and liability mix and quality.

c. Determineif the bank holding company’s
consolidated earningsperformanceenables
it to fund its expansion adequately, to
remain competitive in the market, and to
replenish or increase its capital funds as
needed.

d. Analyzetrendsin the levels of debt versus
equity funding, including double lever-
age, to determine the level of borrowing
to fund equity, if any.

e. If thereservefor loan lossesis determined
to be inadequate, analyze the impact of
current and potential losses on the bank
holding company’s capital structure.

f. Consider the impact of any management
deficiencies on present and projected
capital.

g. Determine if there are any assets or con-
tingent accounts whose quality represents
an actual or potential serious weakening
of capital.

h. Consider the potential impact, should
approval begiven, of any proposed changes
in controlling ownership on the projected
capital position.

i. Analyze assets that are considered
undervalued on the balance sheet and car-
ried at below-market values. The excess
of market value over cost may represent
an additional cushion to the bank holding
company.

j. Consider the cushion for absorbing losses

that may be provided by any subordinated
debt or intermediate-term preferred stock
not included in tier 2 capital because of
the 50 percent of tier 2 capital limitation
or not included in capital for tier 1 lever-
age ratio purposes.

k. Analyzeany collateral and guarantees sup-
porting assets that may not be taken into
account for risk-based or tier 1 leverage
capital purposes, and consider these in the

BHC Supervision Manual
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overal assessment of capita adequacy.

Thisincludes guarantees provided through

credit-derivative transactions (see section

4060.3.5.3.9) in which the credit exposure
is assigned to the risk category of the
obligor of the reference asset or any col-
lateral. For the latter, determine whether
adequate capital and reserves are held
against the exposures to reference assets.

|. Evaluate the consolidated asset quality of
the bank holding company and determine
whether it needs to strengthen its capital
position based on the following:

(1) the severity of problem and classified
assets

(2) investment or
concentrations

(3) the adequacy of loan-loss reserves

m. Analyzethe bank holding company’ sman-
agement of interest-rate risk and use of
hedginginstruments. Determineif thebank
holding company should strengthen its
capital position based on undue levels of
risk at any structural level within the orga-
nization. Review hedging instruments for
any use of 10s and POs that may raise
concerns, and management’s expertise in
using hedging instruments.

. Review capital adjustments for goodwill, and
other intangible assets (such as core deposit
intangibles, favorableleasehol d rights, organi-
zation costs, purchased trust-servicing rights,
purchased investment-management relation-
ships, purchased home-equity rights,
merchant-servicing rights), that are reguired
to be deducted from capital. An analysis of
intangible assets that may be included in
capital also must be performed. The analysis
of these intangible assets should be per-
formed using the following procedures:

a. Verify the existence, the evidence of title
to, and the accounting for intangibl e assets.
Review and assess both the book values
and the fair market values assigned to
intangible assets, as well as the adequacy
of the documentation evidencing the val-
ues, theamorti zation methods, and assigned
amortization periods. When assessing the
quality of a banking organization’s intan-
gible assets for purposes of evaluating its
overall capital position, consider—

(1) thereliability and predictability of any
cash flows associated with the assets
and the degree of certainty that can be
achieved in periodically determining

loan portfolio
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the asset’s useful life and value,

(2) the existence of an active and liquid
market for the assets, and

(3) thefeasihility of selling the asset apart
from the banking organization or from
the bulk of its assets.

b. Verify that intangibles are being reduced
inaccordancewith theamortization method
and that, if the carrying amount exceeds
its value, the carrying value of the intan-
gible asset is reduced accordingly, or is
written off.

c. Determine if a quarterly review of the
level and quality of all intangibles is per-
formed.

d. Verify that goodwill and nonqualifying
identifiable intangibles are deducted from
tier 1 capital.

e. Determine if the amount of mortgage-
servicing rights or purchased credit-card
relationships was within the established
limitations on the amount that may be
included in tier 1 capital.

f. Ascertain whether the asset values of the
intangible assets were reassessed during
the annual audit.

. Inlight of the overall capital adequacy analy-

sis, and in accordance with the Federal
Reserve' s capital adequacy guidelines, deter-
mine if any appropriate supervisory action is
warranted because of deficient levels of capi-
tal in relation to inherent risks of the bank
holding company organization.

. Review the following in preparation for dis-

cussion with appropriate management:

a all noted deficiencies regarding the capital
accounts and

b. the adequacy of present and projected
capital

. Ascertain through minutes, reports, etc., or

through discussions with management how
the bank holding company’s future business
and operational plans will affect its asset
quality, capital position, and other areas of its
balance sheet.

. Prepare comments for the inspection report

based on the bank holding company’s capital
position, including any comments on defi-
ciencies that were observed.

. Update the appropriate workpapers with any

information that will facilitate future
inspections.
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4060.3.12 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws?

Regulations 2 Interpretations 3 Orders

Capital adequacy
guidelines—BHCs:

Measures:
Risk-based
Tier 1 leverage

Bank holding company
should be a source of
financial and manageria
strength to its subsidiaries

Policy statement on the
responsibility of BHCs
to act as a source of
strength to their
subsidiary banks

225, Appendix A 4-797
225, Appendix D 4-798

225.4(a) 1981 FRB 344

4-878 1987 FRB 441

1. 12 U.SC., unless specifically stated otherwise.
2. 12 C.ER,, unless specificaly stated otherwise.

3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual June 2000
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4060.4.1 INTRODUCTION upon by the Federal Reserve. The Board wil
review the guidelines from time to time and will
On August 2, 1990, the Board issued capitatonsider the need for possible adjustments i
leverage guidelines, effective September 10ight of any significant changes in the economy
1990. The Board established the capital levefinancial markets, and banking practices.
age ratio to be applied in conjunction with the
risk-based capital guidelines. The leverage ratio
is designed to complement the risk-based capit4l060.4.2.2 Tier 1 Leverage Ratio for
ratios when the overall capital adequacy oBHCs
banking organizations is being determined.
The Board has established a minimum level o
tier 1 capital to total assets of 3 percent for

4060.4.2 CAPITAL ADEQUACY strong bank holding companies (rated compos
GUIDELINES FOR BANK HOLDING ite “1” under the BOPEC rating system for
COMPANIES: TIER 1 LEVERAGE bank holding companies) and for bank holding
MEASURE companies that have implemented the Board’

risk-based capital measure for market risk as s
The tier 1 leverage measure is found in apperforth in appendixes A and E of part 225 of
dix D of Regulation Y (12 C.F.R. 225). Regulation Y. For all other bank holding compa-
nies, the minimum ratio of tier 1 capital to total
assets is 4.0 percent. Banking organizations wit

4060.4.2.1 Overview of the Tier 1 supervisory, financial, operational, or manage
Leverage Measure for Bank Holding rial weaknesses, as well as organizations th:
Companies are anticipating or experiencing significant growtr

are expected to maintain capital ratios well
The Board of Governors of the Federal Reservabove the minimum levels. Moreover, higher
System has adopted a minimum ratio of tier Tapital ratios may be required for any bank
capital to total assets to assist in the assessmémilding company if warranted by its particular
of the capital adequacy of bank holding compaeircumstances or risk profile. In all cases, banl
nies (banking organization).The principal holding companies should hold capital commen
objective of this measure is to place a constrairdurate with the level and nature of the risks
on the maximum degree to which a bankingncluding the volume and severity of problem
organization can leverage its equity capital baséoans, to which they are exposed.
It is intended to be used as a supplement to the A banking organization’s tier 1 leverage ratio
risk-based capital measure. is calculated by dividing its tier 1 capital (the
The guidelines apply on a consolidated basisumerator of the ratio) by its average total con
to bank holding companies with consolidatedsolidated assets (the denominator of the ratio
assets of $150 million or more. For bank hold-The ratio will also be calculated on the basis o
ing companies with less than $150 million inperiod-end assets, whenever necessary, on
consolidated assets, the guidelines will be appliecase-by-case basis. For the purpose of this leve
on a bank-only basis unless (1) the parent barkge ratio, the definition of tier 1 capital for
holding company is engaged in a nonbank actiwear-end 1992, as set forth in the risk-base
ity involving significant leverage or (2) the capital guidelines in appendix A of Regulation
parent company has a significant amount oY, will be use® As a general matter, average
outstanding debt that is held by the general

public. D E— ) o
; pNT 3. Tier 1 capital for bank holding companies includes
The tier 1 Ieverage gl’”de“nes are to be uSegommon equity, minority interests in equity accounts of con-

in the Inspection and_ SUPErVISOry ProCess asplidated subsidiaries, qualifying noncumulative perpetua
well as in the analysis of applications actecdreferred stock, and qualifying cumulative perpetual preferres
stock. (Cumulative perpetual preferred stock is limited to 25
percent of tier 1 capital.) In addition, as a general matter, tier :
- . . .  capital excludes goodwill; amounts of mortgage-servicing
1. Supervisory risk-based capital ratios that relate capitalssets, nonmortgage-servicing assets, and purchased cres

to weighted-risk assets for bank holding companies are outard relationships that, in the aggregate, exceed 100 perce
lined in appendix A of Regulation Y.

2. A parent company that is engaged in significant off- .
balance-sheet activities would generally be deemed to bBHC Supervision Manual December 1998
engaged in activities that involve significant leverage. Page 1
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total consolidated assets are defined as the quance, in excess of the limitation set forth in
terly average total assets (defined net of theection II.B.4 of appendix A of Regulation?Y.
allowance for loan and lease losses) reported on Whenever appropriate, including when an
the banking organization’s Consolidated Finanerganization is undertaking expansion, seeking
cial Statements (FR Y-9C Report), less goodto engage in new activities, or otherwise facing
will; amounts of mortgage-servicing assetsunusual or abnormal risks, the Board will con-
nonmortgage-servicing assets, and purchaseidue to consider the level of an individual orga-
credit-card relationships that, in the aggregataization’s tangible tier 1 leverage ratio (after
are in excess of 100 percent of tier 1 capitaldeducting all intangibles) in making an overall
amounts of nonmortgage-servicing assets arabsessment of capital adequacy. This is consis-
purchased credit-card relationships that, in th&ent with the Federal Reserve’s risk-based capi-
aggregate, are in excess of 25 percent of tier thl guidelines and long-standing Board policy
capital; all other identifiable intangible assetsand practice with regard to leverage guidelines.
any investments in subsidiaries or associate@rganizations experiencing growth, whether
companies that the Federal Reserve determinegernally or by acquisition, are expected to
should be deducted from tier 1 capital; andnaintain strong capital positions substantially
deferred-tax assets that are dependent upon futlabove minimum supervisory levels, without sig-
taxable income, net of their valuation allow-nificant reliance on intangible assets.

of tier 1 capital; amounts of nonmortgage-servicing assets

and purchased credit-card relationships that, in the aggregate,

exceed 25 percent of tier 1 capital; all other identifiable

intangible assets; and deferred-tax assets that are dependent

upon future taxable income, net of their valuation allowance;————

in excess of certain limitations. The Federal Reserve may 4. Deductions from tier 1 capital and other adjustments are
exclude certain investments in subsidiaries and associatefiscussed more fully in section I1.B. of appendix A of Regula-
companies as appropriate. tion Y.

BHC Supervision Manual December 1998
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Banking organizations and supervisonsiust potential economic losses arising from certair
consider a broader range of exposures and degpes of risk are working to integrate these
with an increasingly complex array of financialtools, as they apply to different risk types, into
instruments and activities that reflect importanttheir capital adequacy assessments. Th
but often subtle, differences in the levels of riskapproaches and methods used vary among bar
Many banking organizations, especially largeng organizations, as does the degree of prec
banking organizations and others with complexsion and integration. Sound practices are clearl
risk profiles, or those that are engaged in conmoving toward a more quantitative, systematic
plex transfers of risk,require formal analytical and comprehensive process for risk evaluatior
processes to identify and measure their risks arfSlophisticated banking organizations are als
to maintain an adequate overall level of capitaincreasingly using analytical techniques devel
that is appropriate to those risks. oped either for pricing and performance mea
surement across business and product lines
for making portfolio risk-management deci-
sions. Such techniques incorporate one or mot
volatility-based measures that allow for analysi
of unexpected losses as well as more subjectiv
considerations.
) o Regardless of the techniques used, nearly &
Most banking organizations are currently cony,s. banking organizations have found it advan
sidering several factors in evaluating their OVertageous to operate with capital levels abov
all capital adequacy: regulatory minimums—and above levels definec
as “well capitalized” by regulation. High capi-
1. a comparison of their own capital ratios withta| ratios are often not indicative of overall
regulatory standards and with those of induscapital adequacy, especially for securitization:

4060.7.1 FACTORS USED IN
EVALUATING OVERALL CAPITAL
ADEQUACY

try peers ) of high-quality assets and other capital arbi-
2. consideration of their— trage techniques. Supervisors often cannot re
a. identified risk concentrations in credit andsplely on risk-based capital ratios as indicator
other activities; of capital strength at banking organizations

b. current and desired credit-agency ratingssngaging in these types of activities.
if applicable; and
c. the organization’s historical experiences,
including severe adverse events in its past.
4060.7.3 STRENGTHENING CAPITAL
ADEQUACY

4060.7.2 SOPHISTICATED . N . .
TECHNIQUES USED IN ASSESSING _Banklng organlzatlor!s_anq their supervisors ar
CAPITAL ADEQUACY increasingly emphasizing internal processes fc
assessing risks and for ensuring that capita
liquidity, and other financial resources are

standards, but is also fully sufficient to suppor

their underlying risk positions. Internal capital-

1. The term “supervisors” refers to, as an example, fed-managemem processes at large, complex ban
eral banking organization supervisors.

2. Such complex transfers of risk would include collateraliNg ~ Organizations need to be significantly
ized loan obligations (CLOs), credit derivatives, and creditimproved for better integration with internal
linked notes. For information on CLOs, see section 4353.1 ifisk measurement and analysis. See SR-99-18
theTrading and Capital-Markets Activities Manudor infor-
mation on credit derivatives, see SR-96-17 or section 2129.0, .
and for secondary-market credit activities, SR-97-21 or sedHC Supervision Manual December 1999
tion 2129.05. Page 1
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4060.7.4 SUPERVISORY APPROACH nature and magnitude of the risks faced by
TO EVALUATING CAPITAL the organization, while differentiating risk
ADEQUACY MANAGEMENT exposures consistently among risk categories

and levels of riskiness. Controls should be in
Supervisors and examiners need to determine place to ensure objectivity and consistency
whether internal capital-management processes and that all material risks—both on- and
meaningfully tie the identification, monitoring,  off-balance-sheet—are adequately addressed.
and evaluation of the risks that arise from the Banking organizations should conduct
banking organization’s business activities to the detailed analyses to support the accuracy or
determination of its capital needs. The larger appropriateness ofthe risk-measurementtech-
and more complex banking organizations are niques used. Similarly, inputs used in risk
working to broaden their consideration of risks measurementshould be of good quality. Those
in assessing capital adequacy, and examiners risks not easily quantified should be evalu-
should not immediately expect these organiza- ated through more subjective, qualitative tech-
tions to have in place a comprehensive internal niques or through stress testing. Risk-profile
process for assessing capital adequacy. Examin- changes should be promptly incorporated
ers should expect, however, that such banking into risk measures, whether the changes are
organizations will initiate improved capital- due to new products, increased volumes or
management efforts to do so promptly, and changes in concentrations, the quality of the
thereafter will make steady and meaningful portfolio, or the overall economic environ-
progress toward that end. As these processes ment. Such measuremestiould notbe ori-
develop and become fully implemented, super- ented to the current treatment of these trans-
visors and examiners should also place increas- actions under risk-based capital regulations.
ing reliance on internal assessments of capital ~When measuring such risks, banking orga-
adequacy as an integral part of a banking organi- nizations should perform comprehensive and
zation’s capital adequacyrating. Examiners rigorous stress tests to identify possible events
should evaluate an organization’s progress in or changes in markets that could have serious
developing these internal processes for capital adverse effects in the future. Adequate con-
adequacy assessment since the previous inspec-sideration should be given to contingent
tion, considering the organization’s former prac- exposures arising from loan commitments,
tices and current status relative to its peers. The securitization programs, and other transac-
results of the examiner's evaluation should be tions or activities that may create such
recorded in the inspection report. exposure.

2. Relating capital to the level of riskThe
amount of capital held should reflect not only

4060.7.5 FUNDAMENTAL ELEMENTS the measured amount of risk but also an
OF AN INTERNAL ANALYSIS OF additional amount to account for potential
CAPITAL ADEQUACY uncertainties in risk measurement. A banking

organization’s capital should reflect the per-

A sound and effective internal analysis of capi- ceived level of precision in the risk measures

tal adequacy should include the following Used, the potential volatility of exposures,
elements: and the relative importance of the activities

producing the risk. Capital levels should also
1. Identifying and measuring all material risks. reflectthe factthat historical correlationamong
A disciplined risk-measurement program pro-  €Xposures can change rapidly.
motes consistency and thoroughness in  Banking organizations should be able to
assessing current and prospective risk pro- demonstrate that their approach to relating
files, recognizing that risks often cannot be capital to risk is conceptually sound and that
precisely measured. The detail and sophisti- Outputs and results are reasonablBensi-
cation of risk measurement should be appro-
priate for the naFure of th.e n_sks, pOS(_%C_i .by 3. One credible method for assessing capital adequacy
each _Of the bank!ng Orgamzat!o_n S aCt'V'_“eSwouId be forabanking organizationto consideritself adequately
and its asset size. At a minimum, risk-capitalized if it meets a reasonable and objectively determined
measurement systems should be sufficient|§1andard of financial health, tempered by sound judgment—

Comprehensive and rigorous to capture théuch as a target puk_)llc-agency dgpt rating or even a statisti-
Cally measured maximum probability of becoming insolvent

. over a given time horizon. In effect, this latter method is the
BHC Supervision Manual December 1999 foundation of the Basle Accord’s treatment of capital require-
Page 2 ments for market and foreign-exchange risk.
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tivity analysis of key inputs and peer analysis zation’s target level and composition of capi-
can be used in assessing an organization’s tal, along with the process for setting and
approach to relating its capital to risk. monitoring such targets, should be periodi-
3. Stating explicit capital adequacy goals with  cally reviewed and approved by its board of
respect to risk.Explicit goals need to be  directors.
established for capitalization as a standard
for evaluating the banking organization’s
capital adequacy with respect to risk. Its tar4060.7.6 RISKS ADDRESSED IN A
get capital levels might reflect the desiredSOUND INTERNAL ANALYSIS OF
level of risk coverage or, alternatively, aCAPITAL ADEQUACY
desired credit rating that reflects a desired
degree of creditworthiness and thus access ®ound internal risk-measurement and capital
funding sources. These goals should bassessment processes should address the f
reviewed and approved by the board of direcrange of risks faced by the banking organiza
tors. Because risk profiles and goals mayion. The capital regulations of the Federal Reserv
differ across banking organizations, the chofand the other U.S. banking agencies) refer t
sen target levels of capital may differ signifi-many specific factors and other risks that bank
cantly from one organizationto another. More4ing organizations should consider in assessin
over, banking organizations should evaluateapital adequacy.
whether long-run capital targets might differ
from short-run goals, based on current ancredit risk. Internal credit-risk-rating systems
planned changes in risk profiles and the recare vital to measuring and managing credit ris}
ognition that accommodating new capitalat large banking organizations. A large banking
needs can require significant lead time. organization’s internal ratings system should b
In addition, capital goals and the monitor-adequate to support the identification and mes
ing of performance against those goals shouldurement of risk for its lending activities and be
be integrated with the methodology used t@dequately integrated into its overall analysis o
identify the adequacy of the allowance forcapital adequacy (see SR-98-25). Well-structure
credit losses (the allowance). Both the allow<credit-risk-rating systems should reflect implicit,
ance and capital represent the ability to absori not explicit, judgments of loss probabilities or
losses; however, an insufficiently clear dis-expected loss, and should be supported whe
tinction between their respective roles carpossible by quantitative analysis. Definitions of
distort the analysis of their adequacy. Forisk ratings should be sufficiently detailed and
example, a banking organization’s internadescriptive, consistently applied, and reviewec
standard ofcapital adequacy for credit risk throughout the organizatioh.
could reflect the desire that capital absorb Banking organizations should also take full
“unexpected losses”—that is, some level ofaccount of credit risk arising from securitization
potential losses above that level already estand other secondary-market credit activities
mated as being inherent in the current portincluding credit derivatives (see SR-97-21).
folio and reflected in the allowancelf the Maintaining detailed and comprehensive credit
allowance is not maintained at the high endisk measures is most necessary at banking org
of the range of estimated credit losses, the
banking organization would require more
capital than would otherwise be necessary 5. See 12 CFR 208, appendix A (overview), for state
to maintain its overall desired capacity tomeglbeﬂ]nsigt_utions and 12 CFR 225, appendix A (overview)
at_asorb p_otent_lal losses. Failure to re.COQUIZE)r(S.aSnR-9%-2lr5]gaf1?jn;Zigfnsé122.0 discuss the need for banl
this relationship could lead to overestimatingng organizations to have sufficiently detailed, consistent, an:
the strength of its capital position. accurate risk ratings for all loans, not only for criticized or
4. Assessing conformity to the banking organiproblem credits. This guidance also describes an emergir

zation’s stated obiectived banking organi- sound practice of incorporating such ratings information intc
] gorg internal capital- allocation frameworks, recognizing that riskier

assets require higher capital levels.
4. In March 1999, the banking agencies and the Securitie]s 7. Secondary-market credit activities generally include

i P an syndications, loan sales and participations, credit derive
and Exchange Commission issued a joint interagency letter ttéli/es );nd asset securitizations ar\Js weI'I) as the provision E

financial institutions stressing that depository institutions ; L

should have prudent and conservative allowances that f redit er_lhancements and liquidity fa_lcnltles to support suct
P ; a\r(fmsactlons. See SR-97-21 and section 2129.05.

within an acceptable range of estimated losses. The Federal

Reserve has issued additional guidance on credit-loss allow- .

ances to supervisors and bankers. See SR-99-13 and SR-®HC Supervision Manual December 1999

22. Page 3
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nizations that conduct asset securitization prdraud, or other performance problems. The grow-
grams, as these activities have the potential img dependence of banking organizations on
greatly change—and reduce the transparendgformation technology emphasizes one aspect
of—the risk profile of credit portfolio§ Because of the need to identify and control this risk.
the current capital standard treats most loans
alike, banking organizations have incentives to
reduce their regulatory capital requirements by
securitizing or otherwise selling Iower-riskassets?'060'7'7 CAPITAL COMPOSITION
while increasing the average level of remainingl_ ) )
credit risk through devices like first-loss posi-Ihe analysis of capital adequacy should couple
tions and contingent exposure. Thus, it is impor1) a rigorous assessment of the particular mea-
tant that banking organizations are able to assesgred and unmeasured risks the banking organi-
their remaining risks and hold appropriate levelgation faces with (2) consideration of the capac-
of capital and allowances. Banking organizaity of its paid-in equity and other capital
tions are at the frontier of financial innovation,instruments to absorb economic losses. The
and they should also be at the frontier of riskBoard’s long-standing view is that common
measurement and internal capital allocation. equity (that is, common stock and surplus and
retained earnings) should be the dominant com-
Market risk. The regulatory capital standard forponent of a banking organization’s capital struc-
market risk is based largely on a banking Organiture and that organizations should avoid undue
zation’s own measure of value-at-risk (VaR).[eliance on capital elements that do not form
The market-risk standard emphasizes the impofommon equity. Common equity allows an
tance of stress testing as a critical complemer@rganization to absorb losses on an ongoing
to a VaR-based calculation in evaluating thdasis and is permanently available for this pur-
adequacy of capital to supportthe trading functiorPose. Further, this element of capital best allows
organizations to conserve resources when they
Interest-rate risk The interest-rate risk inherent are under stress because it provides full discre-
in a banking organization’s activities shouldtion as to the amount and timing of dividends
also be closely monitored. The banking agenand other distributions. Consequently, common
cies have emphasized that banking organiz&duity is the basis on which most market judg-
tions should carefully assess the risk to thé&nents of capital adequacy are made. _
economic value of their capital from adverse Consideration of the capacity of a banking
changes in interest rates. The Joint Agency Pofrganization's capital structure to absorb losses
icy Statement on Interest-Rate Risk (see SR-9@hould also take into account how that structure
13) stresses the importance of (1) assessidr9:g>U|d be affected by changes in performance.
interest-rate risk in relation to the economic-or example, a banking organization experienc-
value of a banking organization’s capital andnd a net operating loss—perhaps due to realiza-
(2) sound practices in Se|ecting appropriatéon of unexpected losses—will not Only face a

interest-rate scenarios to be applied for capitdeduction in its retained earnings, but also pos-
adequacy purposes. sible constraints on its access to capital markets.

These constraints could be exacerbated if detri-

Operational and other risksMany banking or- mental conversion options are exercised. A
ganizations view operational risk—often vieweddecrease in common equity, the key element of
as any risk not categorized as credit or marketer 1 capital, may have further unfavorable
risk—as being second in significance only tgmplications for a banking organization’s regu-
credit risk. Although operational risk does notlatory capital position. The eligible amounts of
easily lend itself to quantitative measurement, ifnost types of tier 1 preferred stock and tier 2 or
can result in substantial costs through errofier 3*° capital elements may be reduced because

8. SR-97-21 and section 2129.05 state that such changesg_ The Basle Committee on Banking Supervision affirmed

have the effect of distorting portfolios that were previously,, .~ . - ;
“balanced” in terms of credit risk. The term “balanced” this view in an Octoper 1998 release, which statedl that
common shareholders’ funds are the key element of capital. It

refers to the overall weighted mix of risks assumed in a loar) . . :
portfolio by the current regulatory risk-based capital standartglso suggested that, to protect the integrity of an organiza-

This standard, for example, effectively treats the commercial on's tier 1 capital and its common equity base, innovative

; AR ; instruments included in tier 1 capital generally should be
loan portfolios of all banks as having “typical” levels of risk. limited to 15 percent of total tier 1.

. 10. For the definition of tier 3 capital, see market-risk
BHC Supervision Manual December 1999 measure, Regulation Y (12 C.F.R. 225), appendix E, section
Page 4 2(d).
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current capital requirements limit the amount oshould be developing appropriate processes ft
these elements to a maximum percentage of ti@stablishing capital targets and analyzing it:
1 capital. Such adverse magnification effectsapital adequacy. If these internal assessmer
could be further accentuated if adverse eventuggest that capital levels appear to be insuffi
take place at critical junctures for raising orcient to support the risks taken by the banking
maintaining capital (for example, as limited-life organization, examiners should note this finding
capital instruments are approaching maturity oin the inspection report; discuss plans for cor:
new capital instruments are being issued). recting this insufficiency with the banking
organization’s directors and management; anc
as appropriate, initiate follow-up supervisory
4060.7.8 EXAMINER REVIEW OF actions.
INTERNAL ANALYSIS OF CAPITAL
ADEQUACY 4060.7.8.1 Adequacy of Risk

During inspections and supervisory contacts ehlleasurement and Risk Coverage

large, complex banking organizations (LCBOS) . .
examiners should review internal capital-.EX"jlrnlners should assess the degree to whic

assessment processes, as well as the adequ{;ﬂ%?mal targets and processes incorporate tt
of the organizations’ capital and their compli- u range_of material risks faced by the banking
ance with regulatory capital standards. Sucfrdanization. They should also assess th
reviews should assess the degree to which atjieduacy of risk measures used in assessi
organization has in place, or is making progresdltérnal capital adequacy, and the extent t
toward implementing, a sound internal proces hich these risk measures are also used oper

to assess capital adequacy. Examiners sho |&>nally in setting limits, evaluating business-
Ine performance, and evaluating and control

briefly describe in the inspection report the. ~ F KM  svst that i ol
approach and internal processes that are us fjg risk. Measurement systems that are in plac
ut are not integral to the banking organiza:

adequacy and appropriateness of these proces
for the size and complexity of the organizatio
and its risk profile. Examiners should also repo
their assessment of the quality and timing of th
organization’s plans to develop and enhance i

ar risks across products and/or business line
rFonsistently, and whether changes in its risl
profile are timely. Finally, examiners should

respect to risk. Significant deficiencies and'
inadequate progress in developing and maintai/ans:
ing capital-assessment procedures should also
be noted. Examiners should discuss plans fof060.7.8.2 Relating Capital to the Level
correcting any deficiency with the organiza-of Risk
tion’s directors and management and, as appro-
priate, initiate supervisory action. . In addition to complying with regulatory capital
~ In all cases, the examiner’s evaluation of theatios, banking organizations should be able t
internal processes for an organization’s capitajemonstrate through internal analysis that thei
adequacy review should be considered in deteggpital levels and composition are adequate t
mining its supervisory rating for managementsupport the risks they face, and that these leve
Examiners should expect those organizationgre properly monitored and reviewed by direc:
that are already active in complex activitiestors. Examiners should review this analysis
involving the transfer of risk, such as securitizaincluding the target levels of capital chosen, tc
tion and related aCtiVitieS, to have sound interdetermine whether it is Sufﬁcient|y Comprehen.
nal processes for assessing capital adequacy dive and relevant to the current operating envi
place immediately as a fundamental element ¢onment. Examiners should also consider th.
safe and sound operation. _ extent to which the banking organization has
Beyond its consideration in evaluating manprovided for unexpected events in setting its
agement, the examiner's review should als@apital levels. The analysis should cover a suffi
become, over time, an integral element of
assessing and assigning a supervisory ratirBHC Supervision Manual December 1999
for capital adequacy. The banking organization Page 5
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ciently wide range of external conditions and3.
scenarios, and the sophistication of techniques

To evaluate a banking organization’s progress
in developing a comprehensive internal pro-

and stress tests used should be commensuratecess for assessing capital adequacy, and to

with the banking organization’s activities. Con-
sideration of such conditions and scenarios
should take appropriate account of the possibil4.
ity that adverse events may have dispropor-
tionate effects on overall capital levels, such as
the effect of tier 1 limitations, adverse capital-
marketresponses, and other magnification effects.
Finally, supervisors should consider the quality
of the banking organization’s managemens.
information reporting and systems, the manner
in which business risks and activities are aggre-
gated, and management’s record in responding
to emerging or changing risks.

Finally, when performing their review, super-
visors and examiners should be careful to distin-
guish between a comprehensive process thét
seeks to identify a banking organization’s capi-
tal requirements on the basis of measured eco-
nomic risk, and one that focuses only narrowly
on the calculation and use of allocated capital or
“economic value added” (EVA) for individual
products or business lines for internal profitabil-

document that progress in the inspection
report.

To place greater reliance on internal assess-
ments of the banking organization’s pro-
cesses that are used to evaluate capital
adequacy, and to incorporate those assess-
ments into a supervisory rating for manage-
ment and capital adequacy.

For banking organizations involved in com-
plex activities such as securitization, other
secondary-market activities (including credit
derivatives), or other complex transfers of
risk, to determine and report whether a sound,
fundamental internal process for the analysis
of capital adequacy currently exists.

To discuss with the board of directors and
management any insufficiency in capital
adequacy management, recognizing the risks
taken, and to reach agreements for corrective
action.

ity analysis. This latter approach, which meazgg0.7.10 INSPECTION
sures the amount by which operations or projectsROCEDURES

return more or less than their cost of capital, can
be important to an organization in targeting

activities for future growth or cutbacks. Itrequires Internal Capital Assessment

however, that the organization first determine—
by some method—the amount of capital necest.
sary for each activity or business line. The pro-
cess for determining the necessary capital should
not be confused with management's related
efforts to measure relative returns of the firm o.

Review the banking organization’s internal
capital-assessment processes as well as its
capital adequacy and compliance with regu-
latory capital standards.

Briefly describe in the inspection report the

of individual business lines, given an amount of approach and internal processes that are used
capital already invested or allocated. Such EVA to assess capital adequacy with respect to the
approaches often do not meaningfully aggregate banking organization’s risks.

the allocated capital across business lines and a. Evaluate and document an assessment of
risk types as a tool for evaluating the banking the adequacy and appropriateness of these
organization’s overall capital adequacy. internal processes (including the extent of
their contribution to the assignment of a
management supervisory rating). Con-
sider the size and complexity of the bank-
ing organization with respect to the qual-

4060.7.9 INSPECTION OBJECTIVES

1. Tointegrate an assessment of capitaladequacy ity and timing of its plans to develop and
with a comprehensive analysis of existing enhance its processes for evaluating capi-
risk. tal adequacy with respect to risk.

2. To determine whether internal capital- b. If the banking organization is already

involved in complex activities involving
the transfer of risk, such as securitization
and related activities, ascertain whether
sound internal processes currently exist
for evaluating capital adequacy.

. Ifthe internal assessments described above
suggest that capital levels appear to be
insufficient to support the risks taken, dis-

management processes meaningfully tie the
identification, monitoring, and evaluation of
the banking organization’s risks, arising from
its business activities, to the determination of
its capital needs.

BHC Supervision Manual December 1999
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cuss plans for correcting this insufficiency
with the directors and management, and
note these finding(s) in the inspection
report and initiate follow-up supervisory

action(s).

Measurement and Risk Coverage

1.

Determine the degree to which internal tar-

gets and processes incorporate the full range

of material risks faced by the banking

organization.

a. Evaluate the adequacy of risk measures
used in assessing internal capital adequacy.

b. Assess the extent to which these risk meag_
sures are used operationally in setting lim-
its, evaluating business-line performance,
and evaluating and controlling risk.

. Ascertain whether the banking organization’s

approach treats similar risks across products
and/or business lines consistently, and whethe.
changes in the risk profile are fully reflected
in a timely manner.

. Evaluate the results of sensitivity analyses

and stress tests conducted by the banking
organization, and determine how these results
relate to its capital plans.

Relating Capital to the Level of Risk

1.

Determine whether the banking organization
can demonstrate through internal analysis
that its target capital levels and composition

are adequate to support present risks, ar
whether these levels are properly monitorec
and reviewed by the directors. Decide if the
internal analysis is sufficiently comprehen-
sive and relevant to the current operating
environment.

. Ascertain if the banking organization has

provided for unexpected events in setting its

capital levels.

a. Evaluate whether the analysis covers
sufficiently wide range of external condi-
tions and scenarios.

b. Determine if the sophistication of tech-
niques and stress tests used are comme
surate with the banking organization’s
activities.

Evaluate the quality of the banking organiza:
tion’s management information reporting anc
systems, the manner in which business risk
and activities are aggregated, and manag
ment’s record in responding to emerging or
changing risks.

Establish whether the

analysis plan is—

a. a comprehensive process that seeks
identify the banking organization’s capital
requirements on the basis of measure
economic risk; or

b. a narrow process that focuses only on th
calculation and use of allocated capital or
“economic value added” (EVA) for indi-
vidual products or business lines for inter-
nal profitability analysis.

internal capital-

BHC Supervision Manual

December 1999
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BHC Rating System
Section 4070.0

The bank holding company rating system is agement as reflected in the conduct of the affair
management information and supervisory toodf the bank and nonbank subsidiaries and th
which defines the condition of bank holdingparent company. The managerial composite |
companies in a systematic way. The systerndicated by the assignment of “S”, “F", or
adopts the “component” approach by: (1) eval-“U” for, respectively, management that is found
uating the financial condition and risk characterto be satisfactory, fair or unsatisfactory.
istics of each major component of the bank The complete rating represents a summar
holding company; (2) assessing the importargvaluation of the bank holding company in the
interrelationships among the components; anfbrm of a rating “fraction.” The “numerator”
(3) analyzing the strength and significance ofeflects the condition of the principal compo-
key consolidated financial and operating perfornents of the holding company and assessmen
mance characteristics. This approach is particwf certain key consolidated financial and operat
larly appropriate since holding companies are ting factors. The “denominator” represents the
be a source of financial and managerial strengttomposite rating, as defined in greater detal
to their bank subsidiaries. below, including both its financial and manage-
In order to arrive at an overall assessment afial components. While the elements in the
financial condition, the following elements of “numerator” represent the essential foundatior
the bank holding company are evaluated andpon which the composite rating is based, th
rated on a scale of one through five in descendcomposite need not reflect a simple arithmeti

ing order of performance quality: mean or rigid formula weighting of the individ-
1. Bank Subsidiaries ual performance dimensions. Any kind of for-
2. Other (Nonbank) Subsidiaries mula could be misleading and inappropriate
3. Parent Company Rather, the composite should reflect the rater’
4. Earnings—Consolidated judgment of the overall condition of the bank
5. Capital Adequacy—Consolidated holding company based upon his knowledge

The first three elements of the rating, i.e., th@nd experience with the company. Thus, th
bank, other subsidiaries, and parent compangpmplete rating is displayed as follows:
reflect the contribution of each to the fundamen-
tal financial soundness of the holding company. B_O—P—E_C
The rating of consolidated earnings and capital S
recognizes the importance that regulators place F—M
on these factors and their crucial role in main-
taining the financial strength and supporting the . )
risk characteristics of the entire organization. | ne bank holding company rating system paral

The ability and competence of holding com-€ls the uniform interagency bank rating systen
pany management bear importantly on ever{P SOme degree by utilizing similar rating scales
aspect of holding company operations and, corgnd performance definitions to evaluate both th
sequently, are included as a major factor in thédividual elements and the summary or overal
evaluation of each of the five principal elementgondition of the holding company. This frame-
of the bank holding company rating, as well agvork will provide for consistency and facilitate
in the assignment of an overall holding com{he adoption and use of the holding compan:
pany rating. rating system. The rating systemis also sufficient!

In addition to the individual elements de-flexible to allow for appropriate differences in
scribed above, each company is accorded gPPraising shell bank holding companies.
overall or composite rating, comprising both a Since shell bank holding companies compris
financial and managerial component. The finart€ majority of supervised companies, and involv
cial composite rating is predicated upon an over@ Substantial volume of banking assets, the
all evaluation of the ratings of each of the fiveMust also be addressed by the rating syster
principal elements of the holding company’sThe p_rocedure would be similar to that so fa_lr
operations as defined above. The financial conflescribed; however, the other (nonbank) subsic
posite rating is also based upon a scale of orj@fies, consolidated earnings, and C?”"SO“d,ate
through five in descending order of performanc&@pital ratings would be assigned a “0” rating
quality. Thus, one represents the lowest and fiv&nce these components have little relevance ft
the highest degree of supervisory concern. The
managerial composite is predicated upon a CONBHC Supervision Manual December 1992
prehensive evaluation of holding company man- Page 1
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the shell company. This leaves the parent (with 1. Composite 1
emphasis on cash flow and debt servicing Bank holding companies in this group are
ability), bank and composite (both financial andsound in almost every respect; any negative
managerial) as remaining elements of the shefindings are basically of a minor nature and can
bank holding company rating. be handled in a routine manner. Such holding
For purposes of the rating, shell companiesompanies and their subsidiaries are resistant to
shall be defined as bank holding companies thaixternal economic and financial disturbances
have total consolidated assets less than $150 ménd readily generate cash flow which is more
lion and that have no significant nonbank subthan adequate to service their debt and other
sidiaries. Companies with consolidated assets diked obligations with no harm to subsidiaries.
$150 million or more are obliged to file consoli- 2. Composite 2
dated FR Y-9 C and FR Y-9 LP reports and, Bank holding companies in this group are
therefore, are to be accorded a complete ratinglso fundamentally sound but may reflect mod-
regardless of the existence of nonbank subsidést weaknesses correctable in the normal course
aries. (Companies of $150 million or more inof business. Such holding companies and their
assets with no significant nonbank subsidiariesubsidiaries generate cash flow which is ade-
would be assigned a “0” for the “other quate to service their obligations; however, areas
subsidiary” component of the rating.) Nonshellof weakness could develop into conditions of
companies under $150 million in consolidatedyreater concern. To the extent that the minor
assets with significant nonbank assets should faeljustments are handled in the normal course of
assigned a rating that includes a component fdiusiness, the supervisory response is limited.
the nonbank subsidiaries. Thus, such compa- 3. Composite 3
nies’ ratings will include the bank, other non- Bank holding companiesin this group exhibit
bank, and parent components, but may exclude combination of weaknesses ranging from fair
consolidated earnings and capital ratings sind® moderately severe. Such holding companies
the needed figures may not be available. land their subsidiaries are less resistant to the
order to avoid confusion as to which compo-onset of adverse business conditions and could
nents have been rated, and to provide for coniikely deteriorate if concerted action is not effec-
puter processing, whenever a component is ndive in correcting the areas of weakness. The
rated, a “0” should be assigned (i.e., 2-0-3—-0-0)company’s cash flow is sufficient to meet imme-
As this scheme suggests, elements are to laate obligations but, unless action is taken to
rated whenever they are relevant for a particulazorrect weaknesses, parent cash flow needs could
company. In practice, this means that: (1) aladversely affect the financial condition of the
companies with $150 million or more in con-subsidiaries. Consequently, such bank holding
solidated assets should be given a complesompanies are vulnerable and require more than
rating; (2) shell companies as defined abovaormal supervision. Overall strength and finan-
should be accorded a rating for the bank andial capacity, however, are still such as to pose
parent components and both composites; armmhly a remote threat to the viability of the
(3) nonshell companies under $150 million incompany.
assetswith significant nonbank operating sub- 4. Composite 4
sidiaries should receive a rating that includes a  Bank holding companies and their subsidi-
nonbank component. Ratings of consolidatedries in this group have an immoderate volume
earnings and capital may also be included foof asset weaknesses, or a combination of other
such companies at the discretion of the exaneonditions that are less than satisfactory. An
iner if the figures are available or if deemedadditional weakness may be that the holding
necessary to accurately reflect overall conditiorcompany’s cash flow needs are met only by
Of course, a managerial composite rating shouldpstreaming imprudent dividends and/or fees
be provided for all companies. from its subsidiaries. Unless prompt action is
taken to correct these conditions, they could
impair future viability. Bank holding companies
4070.0.1 FINANCIAL COMPOSITE in this category require close supervisory atten-
RATING tion and increased financial surveillance.
5. Composite 5
The five composite ratings are defined and dis- The volume and character of the weak-

tinguished as follows: nesses of bank holding companies in this cate-
gory are so critical as to require urgent aid from
BHC Supervision Manual December 1992 shareholders or other sources to prevent insol-

Page 2 vency. The imminent inability of such compa-
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nies to service their fixed obligations and/oredgeable concerning relevant laws and regulz
prevent capital depletion from severe operatingions, and has demonstrated an understanding
losses places their viability seriously in doubtthe need to insulate the subsidiary bank(s) fron
Such companies require immediate correctivany undue risk associated with nonbank activi
action and constant supervisory attention. ties. A rating of fair (F) reflects performance

that is lacking in some measure of ability that

would be desirable to meet responsibilities
4070.0.2 MANAGEMENT COMPOSITE necessitated by various situations which mar
RATING agement must address. Performance is chars

terized by modest talent when above-averag
The management rating is intended to reflect aabilities are called for or by distinctly below-
overall evaluation of the capabilities and compeaverage talent for the type and size of organize
tence of the management of the parent compartion. Thus, management’'s responsiveness (
and senior management of the bank(s) and nombility to correct less than satisfactory condi-
bank subsidiaries. The assessment of manag@ns may be lacking. Moreover, such manage
ment must take place within the context of thement may reflect a less than satisfactory unde
situation and circumstances surrounding thstanding of relevant holding company laws anc
individual holding company under evaluation.regulations. A rating of unsatisfactory (U) is
Since business complexities and operating prolrdicative of management that is demonstrably
lems vary with the size and type of holdinginferior or incompetent in relation to the respon-
company activity, management that is compesibilities or problems it faces. This rating may
tent to effectively discharge responsibilitiesalso be indicative of management that has den
under one set of conditions may be less comenstrated an inclination to subject the subsidiar:
petent as these conditions change. Managemdreank(s) to excessive or unwarranted risk as
performance must be evaluated against virtuallyesult of the activities of the nonbank subsidi-
all factors necessary to operate the holding cormaries. In these cases, problems resulting fror
pany’s activities soundly and prudently. In addi-management weakness are of such severity th
tion to objective operating results, importantmanagement must be strengthened or replac
subjective considerations in assessing managkefore sound conditions can be brought about.
ment performance include the following:

1. technical competence, leadership, admin-
istrative ability, and management depth andi070.0.3 PERFORMANCE
succession EVALUATION

2. knowledge of and compliance with the
Bank Holding Company Act and relatedThe five components of holding company opera
regulations, and all other relevant laws andions (bank subsidiaries, nonbank subsidiarie:
regulations _ _ parent only, consolidated earnings, and capita

3. history of serving the banking needs of theyre to be evaluated on a scale of one to five. Th
community _ following is a description of the gradations to be

4. ability to plan and respond to changingytilized in assigning performance ratings:
circumstances ) 1. Rating No. 1 indicates strong performance

5. ability of parent management to monitorit js the highest rating and is indicative of per-
and direct subsidiary operations to ensure pryprmance that is significantly higher than aver-
dent operation and compliance with establishegige and that obviates the need for supervisor
holding company policies concern.

6. adequacy and scope of internal audit sys- 2. Rating No. 2 reflects satisfactory perfor-
tems and controls, and evaluation of them agance. It reflects performance that is average
contained in audit reports above; it includes performance that adequatel

7. attitude toward risk as indicated by anyprovides for the safe and sound operation of th
undue reliance on resources of subsidiary bank(ghnk holding company and its subsidiaries.
to support nonbank activites 3. Rating No. 3 represents performance the

A rating of satisfactory (S) is indicative of js flawed to some degree; as such, it is consic
management that is fully effective with respeciered fair. It is neither satisfactory nor marginal
to almost all factors and that exhibits a responput is characterized by performance of below:

siveness and ability to cope successfully withayerage quality. Such performance requires ma
existing and foreseeable problems that may arise

in the conduct of the parent’s or subsidiarieSBHC Supervision Manual June 1997
affairs. Management rated satisfactory is knowl- Page 3




BHC Rating System 4070.0

agement attention due to the distinct possibilityn the context of their overall impact on the
of further deterioration. financial condition of the holding company and
4. Rating No. 4 represents marginal perforthe subsidiary bank(s). In so doing, emphasis
mance which is significantly below average; ifmust be placed on the asset quality of credit-
left unchecked, such performance might evolvextending subsidiaries and the profitability and
into weaknesses or conditions that could threatesperating soundness of non-credit-extending
the viability of the institution. subsidiaries. The evaluation of other subsidi-
5. Rating No. 5 is considered unsatisfactoryaries should concentrate on the quality and con-
Itis the lowest rating and is indicative of perfor-dition of nonbank assets defined as—
mance that is critically deficient and in need 1. the underlying assets of credit-extending
of immediate remedial attention. Such perfornonbank subsidiaries; and
mance by itself, or in combination with other 2. the parent’s investment in and advances to
weaknesses, could threaten the viability of th@on-credit-extending subsidiaries.
institution. The inclusion of No. 2 in the definition
acknowledges the fact that poorly run servicing
or other non-credit-extending subsidiaries can
4070.0.4 BANK CONDITION pose significant risk exposure to the holding
company, which should be explicitly reflected
The bank condition component is intended td" the rating. Such exposure might result, for
reflect the overall condition of the banking sub-€x@mPple, from operating losses or off-balance-
sidiary or subsidiaries. For this purpose, use iS"€€t ittms such as guarantees. In many cases,
made of the subsidiary bank CAMELS composSince non-credit-extending subsidiaries are not
ite rating(s). In the case of multibank compa1€@Vvy borrowers from external sources, the par-
nies, each bank’s composite rating should b&Nt'S investments in and advances to such com-
weighted according to its asset size to arrive 1anies will serve as a proxy for the magnitude
an average bank composite rating. Weightin§ their operations. The degree of risk associ-
implies that, in most cases, the bank conditiodt€d With the non-credit-extending subsidiaries
component in the holding company rating sysM&y e quantified for the purpose of analyzing
tem will usually reflect the lead bank’s compos1onPank asset quality by classifying the parent's
ite according to the Uniform Financial Institu- Nvestments in and advances to such subsidi-
tions Rating System (CAMELS). aries if the financial _cqndltlon qf the sub3|d|-_
To highlight the presence of one or more2es or the characteristics of their assets permits

problem bank(s) in a multibank holding com-2 meanjngful conventional asset classifiqation.
pany whose bank condition component, basefiS Might be the case, for instance, if the
onweighted averages, might not otherwise revegtbsidiaries’ historical earnings record has
their presence (that is, bank condition ratings of°t in the examiner's judgment, adequately
1, 2, or 3), a problem identifier (P) would peaccounted for the development of clearly |de_nt'|-
attached to the bank condition rating (for exam{iaPIe loss potential associated with the entity's
ple, 1P, 2P, 3P). Thus, 2P would indicate th(,jun?pe_ratlons. If a_conventlonal classification o_f

while on balance the banking subsidiaries arf'€ investments in or advances to the non-credit-
rated satisfactory, there exists a problem bangXt€nding subsidiaries is not considered suit-
(composite 4 or 5) among the banking subsidi@P!e, the examiner should identify and fully

aries. The problem identifier is unnecessar§n@lyze the risk exposure posed by the non-
when the bank condition component is rated £redit-extending subsidiaries in the inspection
or 5. Although the bank condition component i’ €POrt specifically in the open section narrative
a weighted average, it can be adjusted for Su@__naly&s of financial condition. Any classifica-

jective, judgmental reasons at the discretion gfons Or analysis of the parent’s investments in
the rater. and advances to non-credit-extending subsidi-

aries should be presented in the open section

of the report and considered in arriving at the
4070.0.5 OTHER (NONBANK) nonbank subsidiary component of the rating sys-
SUBSIDIARIES tem. In assessing the investment in or advance

to a non-credit-extending subsidiary, the analy-
The other subsidiaries rating is designed tiS should parallel that for any asset appraisal,
assess the condition of the nonbank subsidiari¢¥th particular attention given to the subsid-
iary’s purpose and operating efficiency, manage-
BHC Supervision Manual June 1997 Mmentreporting procedures, and profitability. Also,
Page 4 foreign subsidiaries should be assessed in a
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manner similar to that for the company’s domesfactors that, in the judgment of the rater, are
tic nonbank investments. necessary to assess accurately the condition
The degree of risk associated with creditthe nonbank subsidiaries.
extending subsidiaries is determined by the clas- An asset quality rating of 1 obviates the neec
sification of the underlying assets of the subsidfor supervisory concern due to the existenct
iaries. The severity of both problem investment®f sound, well-managed nonbank operations
and classified assets should be reflected by usimyestments, and loan portfolio& 2 rating may
the following weights: 100 percent of “loss,” indicate the existence of some asset problems
50 percent of “doubtful,” and 20 percent of other minor operational weaknesses, but stil
“substandard.” represents fundamentally sound, well-manage
A major step in rating nonbank activities isasset conditions warranting minimal supervi-
first to appraise their significance to the compasory concernA 2 may also reflect asset prob-
ny’s overall financial performance. The appraisalems that are clearly of little supervisory con-
should focus on the potential loss exposure thegern, given their unlikely impact on the bank(s)
activities pose to the bank holding companyand the size and overall strength of the holding
One way of estimating this exposure is to comeompany. Problems associated lwé 2 rating
pare total nonbank assets as defined above, ploan readily be resolved in the normal course o
any additional exposure not reflected in totabusinessA 3 rating represents the existence of
assets, to total consolidated capital. As a generdkficiencies such as a significant upward tren
rule, other subsidiaries should be rated wherin classifications, management control weak
ever nonbank assets exceed 5 percent of consatiesses, or other problems that, if left uncheckec
dated capital or $10 million, whichever is lower.could cause substantial deterioration and hav
If this condition is not met, a “0” should be an adverse impact on the banking subsidiarie:
entered for the rating of other subsidiaries. OtheA 4 rating represents an increased need fc
subsidiary assets that do not meet the signifsupervisory surveillance and concern due to an
cance conditions may be rated if, in the opiniorcombination of poor operations, weak manage
of the rater, not to do so would significantly ment, or severe asset problems that are current
misrepresent the condition of the holdinghaving a serious impact on the holding compan:
company. or the banking subsidiarie 5 rating applies to
When a rating is assigned to nonbank assets,critical level of nonbank problems.
considerations should include—
1. the relationship of problem investments i4070.0.6 PARENT COMPANY
and advances to non-credit-extending subsidi-
aries plus classified assets in the creditThe parent company rating reflects the financiz
extending nonbank subsidiaries to total nonbankondition of the parent company by focusing
assets as defined above; _ on (1) its ability to readily service its debt and
2. the relationship of problem investmentspther fixed obligations and (2) the quality of
and advances plus classified assets to the sumdifect parent credit extensions to entities tha
parent company and nonbank valuation reservege not subsidiaries of the holding company
and ex-bank consolidated equity capital, or tqInvestments in and advances to holding com
any more appropriate or refined capital index opany subsidiaries are treated above in cor
measure, if warranted; nection with the evaluation of the nonbank
3. the ability of nonbank management tosypsidiaries.)
supervise and exercise overall control over non- In analyzing the parent company, consider
bank subsidiary operations in order to ensurgtion should be given to its ability to generate
prudent operation, sound asset administratioRdequate cash flow from its ongoing operation
and compliance with established holding comand the liquidity of its assets. Potential source
pany policies and relevant laws and regulationssf cash flow to the parent include, for example
and ) ) bank and nonbank dividends, loan repayment:
4. management attitudes toward risk agnanagement and service fees, tax benefits, inte
indicated by any undue reliance on resourcesst income, and liquidation of assets; cash neec
of affiliated bank(s) to support nonbankwould include interest and operating expense:
subsidiaries. debt retirement, and preferred and common stoc
The specific delineation of the above considgividends. The analysis should also take intc
erations is not meant to preclude taking intqyccount the capacity of the parent company t
account other relevant factors such as profitabil-
ity, operating efficiency, management controlSBHC Supervision Manual June 1997
reporting procedures, and any other relevant Page 5
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safely obtain liquidity from its subsidiaries by, reflects good management and the absence of
for example, the prudent upstreaming of addisignificant asset problemsA 2 rating, while

tional subsidiary dividends. reflecting a fundamentally sound situation, indi-
Factors which should be incorporated in theates a possible trend toward tighter liquidity
analysis of the parent company include— due to lower earnings, asset quality, or other

1. volume and composition of parent-relevant operating indices. A rating of 3 repre-
company debt, and cash-flow needs derivingents a decidedly tight, but still manageable,
therefrom; cash-flow situation. The company will likely

2. comparison of the maturities of parenthave little or no liquidity in its asset portfolio
company borrowings with the maturities of theand/or be overly dependent on potentially harm-

investments which they fund; ful dividends and fees from its subsidiaries.
3. quality of credits to nonaffiliated Weak earnings might also be expected to com-
companies; plicate such a situation. The 3 rating would

4. ability to readily convert assets to castreflect increasing difficulty for the parent com-
without incurring serious loss or adverselypany in obtaining short-term funds on favorable
affecting the banking subsidiaries; terms. A rating of 4 indicates serious cash-flow

5. ability of management to plan for liquidity problems caused or exacerbated by severe asset
and cash-flow needs and respond to changirdgterioration or poor or no corporate earnings.
conditions in the markets for short-term funds; Companies so rated may be seriously draining

6. ability of the company to obtain long- andfunds from bank subsidiaries to service cash-
short-term funds on reasonable terms, and tHéw needs and may be completely unable to
existence of firm backup lines of credit; serve as a source of funds or financial strength

7. reasonableness of any bank managemei@t their subsidiaries. A rating of 5 may represent
or service fees paid to the parent; an inability to enter money markets. Moreover,

8. demonstrated performance in meeting page problems represented by a rating of 5 would
and current servicing requirements; and reflect an imminent danger of default or insol-

9. ability of parent management to supervis&ency of the parent company.
and exercise overall control over subsidiary and
parent operations to ensure prudent operation,
sound asset administration, and compliance witd070.0.7 EARNINGS—
established holding company policies and relCONSOLIDATED
evant laws and regulations.

Also of importance, but treated elsewhere, aréhe rating of earnings is based on the assess-
the use of parent debt to fund equity investment of fully consolidated profitability. This
ments in subsidiaries, the adequacy of the con@pproach is appropriate since consolidated earn-
pany’s capital and capital plans, and the strengtiigs serve as a source of financial strength and
of corporate earnings. capital growth for the entire organization.

The shell company would be appraised in a Profitability has two dimensions, quantity and
manner similar to that outlined above. Casffluality, both of which must be incorporated in
flow to service parent-company debt would pdhe evaluation of earnings. Quantity refers to the
the major aspect of the analysis, with attentio@bsolute level of net income and its adequacy in
focused on its effects on the subsidiary bank’éelation to the considerations listed below. The
capital position. In addition, the amount ofappraisal of quality is an attempt to determine
parent-company debt should be compared to tHge strength of operating earnings (i.e., the abil-
parent's proportionate interest in the subsidiarjty to generate ongoing revenues and hold down
bank's equity capital. This serves as a goo@xpenses), and the degree to which earnings
estimate of the company’s ability to carry exist-reflect the impact of unusually large securities
ing debt or to borrow additional funds should argains or losses, unusual tax items (i.e., credits,
unexpected need arise. carryforwards, etc.), or other large, nonrecur-

A parent company rating of 1 indicates thafing, extraordinary gains or losses. Quality of
the holding company can readily generate casgarnings also refers to the effect on net income
flow which is more than adequate to service it9f adequately providing additions to the loan-
debt obligations and other cash-flow needs an@ss reserve to properly recognize the impact of
provide for the smooth rollover of debt without Poor, overstated, or loss assets carried on the

adverse effect on its subsidiaries. The rating als@alance sheet. Other things being equal, consoli-
dated net income that relies unduly on unusually

BHC Supervision Manual June 1997 large, nonrecurring gains or that fails to reflect
Page 6 adequate loan-loss provisions is of lower quality
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than net income of equal magnitude that reflectstatic or even moving downward may receive ¢
strong operations and adequate loss provision8rating, provided its level of earnings is adequat
On the other hand, the concept of quality “worksin view of the considerations discussed above
both ways.” While care must be taken to avoidNormally, companies so rated will have earn-
attempting to predict the future, net income thaings that are in line with or slightly above peer-
otherwise appears somewhat low may be ajroup norms A 3 rating should be accorded
high quality and, consequently, suggests strongearnings that are not fully adequate to maks
future net income. This would especially be thesufficient provisions for the absorption of losses
case if current earnings reflected a level olnd the accretion of capital in relation to com-
charge-offs that was not expected to recur, givepany growth. The earnings pictures of suct
the relatively high quality of the company’s companies may be further clouded by static
assets. or inconsistent earnings trends, chronically
Generally, consolidated earnings since th&sufficient earnings, or less than satisfacton
prior inspection will be rated with emphasisasset quality. Earnings of such companies ar
given to the most recent year’s performancegenerally below peer-group averages. Earning
In light of the above discussion, earningsrated 4, while generally positive, are clearly nof
will be rated with respect to the following adequate to make full provision for losses an
considerations: the necessary accretion of capital. Companie
1. the return on consolidated assetswith earnings rated 4 may be characterized b
historical earnings trends, and peer-grougrratic fluctuations in net income, poor earnings
comparisons (and the likelihood of the development of a
2. the quality of earnings as reflected byfurther downward trend), intermittent losses.
(a) extent of reliance on nonrecurring gains ochronically depressed earnings, or a substanti
losses or unusual tax effects, and (b) the suffdrop from the previous year. Earnings of suct
ciency of loss provisions in view of the condi- companies are ordinarily substantially below
tion of the asset portfolio and the adequacy opeer-group averages. Bank holding companie
the loan-loss reserves with earnings accoradea 5 rating should be
3. the ability to adequately cover charge-offsexperiencing losses or reflecting a level of earn
maintain public confidence, and provide for thengs that is worse than that defined in rating 4
safe, ongoing operation of the company above. Such losses, if not reversed, could repre
4. the ability of management to plan andsent a distinct threat to the holding company’s
devise realistic earnings projections in light ofsolvency through the erosion of capital.
the risk structure and quality of assets
5. the outlook for earnings as implied by the
current risk structure and quality of assets
6. the ability of earnings to provide for the 4070.0.8 CAPITAL ADEQUACY—
growth of capital in light of recent and plannedCONSOLIDATED
asset growth

Inclusion of no. 6 above is not meant toCapital is to be evaluated with regard to the
suggest that the level or adequacy of curreRfolume and risk of the operations of the consoli
capital determines the rating for earnings; capidated corporation. Emphasis on capital from th
tal per se is treated elsewhere. It simply recogstandpoint of the consolidated entity is appropri
nizes that retained earnings is a primary SOUrcgte since h0|d|ng company management exe
of capital. If a company opts for rapid growth, cises some discretion with respect to the allocz
its earnings must enable it to raise the necessajyn of capital resources within the corporation.
capital either through retention or by permlttlngThus, it is the holding company’s capital on a
ease of entry into the capital markets. While thigonsolidated basis that must serve as the ult
notion must be kept in mind in evaluating amate source of support and strength to the entir
company’s profitability, it is quite possible for a corporation.
company to simultaneously have low capital To be considered adequate, holding compan
and good earnings or vice versa. capital must (1) support the volume and risk

Earnings rated 1 are sufficient to make fullcharacteristics of all parent and subsidiary
provision for the absorption of losses and accregctivities; (2) provide a sufficient cushion to
tion of capital when due consideration is giverapsorb unanticipated losses arising from holdin

to asset quality and bank holding compan¥ompany and subsidiary activities; (3) suppor
growth. Generally, holding companies so rated

will have earnings well above peer-group avergHC Supervision Manual June 1997
ages. A company whose earnings are relatively Page 7
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the level and composition of corporate and subeal comments on the capital positions of indi-
sidiary borrowing; and (4) serve as a source ofidual subsidiary banks supervised by other
strength by providing an adequate base for thagencies only if the criticisms are consistent
growth of risk assets and permitting entry intowith the other agencies’ positions as described
the capital markets as the need arises. An essdn-examination reports, or if they have first been
tial step in the analysis of capital is the assesstiscussed with the primary supervisor of the
ment of the risk characteristics and capitabank. Inspection reports should address any
requirements deriving from the lending activi-instances of noncompliance with capital com-
ties and operations of the parent and each of thmitments made in connection with the Federal

operating subsidiaries. Reserve’s approval of bank holding company
The analysis of capital should incorporate thepplications.
following considerations: While the ratio guidelines are to be applied to

1. the relationship of consolidated capital taboth the bank and its holding company, it is the
risk-weighted assets as reflected in (a) the raticonsolidated entity whose financial condition
of tier 1 capital to total risk-weighted assets, andnd strength will ultimately determine the con-
(b) the ratio of total capital to risk-weighted dition of the banking organization. It is recog-
assets nized that, to some extent, strong consolidated

2. the capital requirements that derive fromholding company capital positions may offset
the asset quality and risk associated with eaaminor deficiencies in the bank subsidiaries. How-

holding company activity ever, bank capital positions, particularly those
3. the relationship of consolidated debt tahat reflect double leveraging, generally do not
tier 1 capital alleviate consolidated holding company capital

4. the extent of reliance on long-term debt indeficiencies.
the capital structure
5. the extent of the use of debt at the parent
level to fund capital investments in subsidiaries4070.0.9 DISCLOSURE OF
6. the trends of indices of capital adequacNUMERIC BOPEC COMPOSITE AND
and peer-group ratio comparisons COMPONENT INSPECTION RATINGS
7. the management’s ability to devise adequate
capital plans and retention policies in light ofltis along-standing policy of the Federal Reserve
any capital deficiency and/or planned expansioto discuss fully and clearly in examination and
of risk assets inspection reports, and in meetings with senior
8. the capacity to enter capital markets or tapnanagement and boards of directors, supervi-
other sources of long-term debt and equity sory issues, problems, or concerns relating to
9. the extent of any balance-sheet concentraghe banking organizations under the System’s
tion in any category or related categories oBupervision. Beginning on December 16, 1988,
intangible assets, particularly those in excess dhe Board authorized examiners to disclose to
the 25 percent threshold, including the reasorthe senior officials and boards of directors of
ableness of the amortization periods of thosespected bank holding companies the compos-
assets ite numeric rating assigned in an inspection as
10. the relationship of high or inordinate off- part of the inspection report process (see SR-
balance-sheet risk exposure to tier 1 capital ~ 88-37). Generally, the Federal Reserve has also
11. the nature and amount of nonbankingrovided senior management and directors with
activities in relationship to tier 1 and total capi-the word descriptions that consist of a single
tal levels word corresponding to the numeric component
ratings assigned.
In an effort to further strengthen communi-
4070.0.8.1 Rating Consolidated Capital cation with supervised banking organizations,
beginningonJanuary 1,1997, the Federal Reserve
The capital adequacy guidelines discussed iWill also provide the numeric and the assigned
sections 4060.3 and 4060.4 are to be used in tiphabetic component ratings under various
inspection of bank holding companies. HoldingSupervisory rating systerhdo senior manage-
company inspections should contain informa-
tion on the principal subsidiary banks’ capital 1. the disclosure of the composite and supporting compo-

positions. Inspection reports should contain critinent rating applies to the following rating systems:
« CAMELS (state member banks)

BHC Supervision Manual June 1997 * BOPEC (bank holding companies)
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ment and directors (see SR-96-26 and sectiazonjunction with disclosing the ratings and their
5010.4). Such disclosure includes the alphabetmmponents, examiners and/or supervisory offi
componentratings assigned to managementundsgals should clearly explain their meaning.
the BOPEC rating system. Building on existing In the context of the exit meeting, the exam-
practice, this step is intended to better focufer should discuss key overall inspection find-
management’s attention on possible areas dafgs, including preliminary composite and com-
weakness and the need for timely correctivgponent numeric ratings. Examiner-assigne
actions. ratings are subject to a review by Reserve Ban
The disclosure of the rating and its compo-supervisory officials, and final ratings are to be
nents should be made in the Examiner's Comincluded in the inspection repori disclosing
ments and Matters Requiring Special Boarddomposite and component ratings, the examine
Attention, core page 1 of inspection reports; ifin-charge should remind management that the
the summary reports prepared for boards afatings assigned are a part of the findings of the
directors of inspected institutions; and in meetinspection and are privileged and confidential
ings with senior management and directors. Imnder applicable lawlf composite and compo-
nent ratings are changed between inspections
a result of off-site analysis, the board of direc-
CAMEO (Edge and agreement corporations and oversed@rs and management should be informed of th

subsidiaries of U.S. banks) change. Ratings should not be disclosed to th
* ROCA (US branches and agencies of foreign bankinghgnk holding company’s directors and manage
organizations) mentuntil preliminary approval has beenreceive

the Uniform Interagency Trust Rating System . .
the Uniform Interagency Rating System for Data Processifom the appropriate senior Reserve Bank supe

ing Operations visory officials.

BHC Supervision Manual December 1999
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Rating the Adequacy of Risk-Management Processes and
Internal Controls of Bank Holding Companies Section 407(

The Federal Reserve places significant supeniiner's assessment of management, but the:
sory emphasis on the importance of sound riskindicators can to some extent be affected, eithe
management processes and strong internal coiavorably or adversely, by factors outside man
trols when evaluating the activities of bankingagement's control. For this reason, the specifi
organizations it supervises. Properly managingvaluation of the risk-managementprocess shou
risks is always critical to the conduct of safe ande a primary factor when rating management
sound banking activities, and it is even morespecially in the case of larger banking organi
important as new technologies, product innovazations whose activities and structures requir
tion, and the size and speed of financial transacnore formal and extensive procedures.
tions change the nature of banking markets. Examiners should apply this guidance flex-
A bank holding company’s failure to estab-ibly to appropriately reflect the banking organi-
lish a management structure that adequatebation’s circumstances and the nature, scop
identifies, measures, monitors, and controls thend complexity of its operations. Risk-
risks involved in its various products and linesmanagement ratings should be assigned to &
of business has long been considered unsafe ahdnk holding companies, regardless of thei
unsound conduct. Accordingly, while a banksize.
holding company’s financial performance is an Examiners should discuss in a clear anc
important indicator of the adequacy of managestraightforward manner in the appropriate ope!
ment, it is essential that examiners give signifisections of the inspection report the nature an
cant weight to the quality of risk-managemenseverity of any problems or deficiencies founc
practices and internal controls when they evaluand the steps required to correct them, partict
ate the management and overall financial condlarly if the risk-management rating is less thar
tion of banking organizations. satisfactory. Serious lapses or deficiencies i
Consistent with the greater supervisory eminternal controls, including inadequate separa
phasis given to risk management in Federdion of duties, can constitute an unsafe ant
Reserve examination and supervisory policynsound practice and possibly lead to signifi
statements, System examiners are to assigncant losses or otherwise compromise the finar
formal supervisory rating to the adequacy of aial integrity of the organization. If appropriate,
bank holding company’s risk-management prothe bank holding company’s directors and offi-
cesses, including its internal controls. This stepers should be advised that the Federal Reser
is a natural extension of current procedures thatill initiate supervisory actions if its failure to
incorporate an assessment of risk managemesgparate critical operational duties creates th
and internal controls during each on-site, full-potential for serious losses or if material defi-
scope inspection. The specific rating of riskciencies or situations that threaten the safe ar
management and internal controls should bsound conduct of its activities are not adequatel
given significant weight when evaluating man-addressed in a timely manner. Such supervisol
agement under the bank holding companyctions may include formal enforcement action:
(BOPEC) rating system. Like the componentsgainst the bank holding company, its respon
ofthis system, the risk-managementrating shoulslible officers and directors, or both and would
be based on a five-point numerical scale. require the immediate implementation of all
This rating of the risk-management process isecessary corrective measures.
designed to bring together and summarize much
of the analysis of and many of the findings
about a bank holding company’s process for
managing and controlling risks, which are arff070.1.1 ELEMENTS OF RISK
important part of the examiner’s review of thesdMANAGEMENT
individual areas. The formal rating is intended
to highlight and incorporate both the quantita\When rating the quality of risk management a
tive and qualitative aspects of an examiner'dank holding companies as part of the evalua
review of an organization’s overall process fortion of the overall quality of management, ex-
identifying, measuring, monitoring, and control-aminers should place primary consideration ol
ling risk and to facilitate appropriate follow-up findings relating to the following elements of a
action. sound risk-management system:
The overall profitability, asset quality, and
capital adequacy of a bank or bank holdinggHC Supervision Manual June 1996
company should continue to influence the exam- Page 1
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active board and senior management oves Management ensures that its lines of business

sight are managed and staffed by personnel with
« adequate policies, procedures, and limits knowledge, experience, and expertise consis-
< adequate risk measurement, monitoring, and tent with the nature and scope of the bank
management information systems holding company'’s activities.
« comprehensive internal controls » Management ensures that the depth of staff

resources is sufficient to operate and soundly
Examiners should recognize that the consider- manage the bank holding company’s activi-
ations specified in SR-95-51 are intended only ties and that its employees have the integrity,
to assist in the evaluation of risk-management ethical values, and competence that are con-
practices.They are not a checklist of require- sistent with a prudent management philoso-
ments for an individual organizatioMoreover, phy and operating style.
while all bank holding companies should bes All levels of management adequately super-
able to assess the major risks of the consolidatedvise the day-to-day activities of officers and
organization, examiners should expect parent employees, including management supervi-
companies that centrally manage the operationssion of senior officers or heads of business
and functions of their subsidiary banks to have lines.
more comprehensive, detailed, and developed Management is able to respond to risks that
risk-management systems than companies thatmay arise from changes in the competitive
delegate the management of risks to relatively environment or from innovations in markets
autonomous banking subsidiaries. in which the organization is active.

» Before embarking on new activities or intro-

ducing new products, management identifies
4070.1.1.1 Active Board and Senior and reviews all risks associated with the activ-
Management Oversight ity or product and ensures that the infrastruc-

ture and internal controls necessary to manage
In assessing the quality of the oversight by the related risks are in place.
boards of directors and senior management,
examiners should consider whether the bank

holding company follows policies and practices .
such as those described below: gggoulmllts Adequate Policies, Procedures,

The board and senior management have iden-

tified and have a clear understanding an% bank _holding company’s board.of dirgctqrs
working knowledge of the types of risks in- and senior management should tailor their risk-

herent in the bank holding company’s activi-management policies and procedures to the types

ties, and they make appropriate efforts tcpf risks that arise from the organization’s activi-
remain informed about these risks as financidl€S: The following guidelines should assist

markets, risk-management practices, and trﬂe}éammers in evaluating the adequacy of a bank

bank holding company’s activities evolve. '}jif‘g company’s policies, procedures, and
The board has reviewed and approved apprdMits:

priate policies to limit risks inherent in the . , .
bank holding company’s lending, investing,” The bank holding company’s policies, proce-
trading, trust, fiduciary, and other significant dures, and limits provide for adequate identifi-
activities or products. cation, measurement, monitoring, and control

« The board and management are sufficiently ©f the risks posed by its lending, investing,
familiar with and are using adequate record- trading, trust, fiduciary, and other significant
keeping and reporting systems to measure aCtiVIties.

and monitor the major sources of risk to the' 1he policies, procedures, and limits are con-
organization. sistent with management’s experience level,

The board periodically (1) reviews and ap- the organization’s stated goals and objectives,
proves risk exposure limits to conform with and its overall financial strength. 3

any changes in the bank holding company’s Policies clearly delineate accountability and
strategies, (2) addresses new products, andlines of authority across the organization’s

(3) reacts to changes in market conditions. ~ activities. _ .
« Policies provide for the review of new activi-
BHC Supervision Manual June 1996 ties of the organization to ensure that the

Page 2 infrastructures necessary to identify, monitor,
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and control risks associated with an activityure to implement and maintain an adequat
are in place before the activity is initiated. ~ separation of duties can constitute an unsafe ar
unsound practice and possibly lead to seriou

losses or otherwise compromise the financis

4070.1.1.3 Adequate Risk Monitoring integrity of the bank holding company. Serious
and Management Information Systems lapses or deficiencies in internal controls,
including inadequate segregation of duties, ma

Effective risk monitoring requires banking orga-warrant supervisory action, including formal

nizations to identify and measure all materiaenforcement action.

risk exposures. Consequently, risk-monitoring When properly structured, a system of inter-

activities must be supported by information sysnal controls promotes effective operations an

tems that provide senior managers and directorgliable financial and regulatory reporting; safe:
with timely reports on the financial condition, guards assets; and helps to ensure complian
operating performance, and the risk exposure afith relevant laws, regulations, and bank hold:
the consolidated organization, as well as witling company policies. Ideally, internal controls
regular and sufficiently detailed reports for lineare tested by an independent internal auditc
managers engaged in the day-to-day managero reports directly to either the bank holding
ment of the organization’s activities. company's board of directors or its designatec

In assessing the adequacy of a bank holdingpmmittee, which is typically the audit commit-
company's measurement and monitoring of riskee. Personnel who perform these reviews shou
and its management reports and informatiogenerally be independent of the function they

systems, examiners should consider whether thee assigned to review. Given the importance c

following conditions exist: appropriate internal controls to banking organi:

zations of all sizes and risk profiles, the result:

» The bank holding company’s risk-monitoringof audits or reviews, whether conducted by ar
practices and reports address all of its materiahternal auditor or other personnel, should be
risks. adequately documented, as should manag

» Key assumptions, data sources, and proceaent’s responses to them. In addition, commu
dures used in measuring and monitoring riskication channels should exist that allow nega
are appropriate and adequately documentdiVe or sensitive findings to be reported directly
and tested for reliability on an ongoing basis.to the board of directors or the relevant boart

* Reports and other forms of communicatiorcommittee.
are consistent with the bank holding compa- In evaluating the adequacy of a bank holding
ny’s activities; are structured to monitor expo-company’s internal controls and audit proce-
sures and compliance with established limitsgures, examiners should consider whether th
goals, or objectives; and, as appropriate, confellowing conditions are met:
pare actual versus expected performance.

* Reports to management or the directors are The system of internal controls is appropri-
accurate and timely and contain sufficient in- ate to the type and level of risks posed by
formation for decision makers to identify any the nature and scope of the organization’
adverse trends and to evaluate adequately theactivities.
level of risk the bank holding company faces.. The bank holding company’s organizational

structure establishes clear lines of authority
and responsibility for monitoring adherence

4070.1.1.4 Adequate Internal Controls to policies, procedures, and limits.
* Reporting lines provide sufficient indepen-

Abank holding company’s internal control struc-  dence of the control areas from the busines

ture is critical to its safe and sound functioning lines, and they provide adequate separation ¢

generally and to its risk-management system, duties throughout the organization, such a

in particular. Establishing and maintaining an those relating to trading, custodial, and back

effective system of controls, including the office activities.

enforcement of official lines of authority and the. Official organizational structures reflect actua
appropriate separation of duties—such as trad- operating practices.

ing, custodial, and back-office—is one of man+ Financial, operational, and regulatory reports

agement’s more important responsibilities. are reliable, accurate, and timely. When appli
Appropriate segregation of duties is a funda-
mental and essential element of a sound risSkBHC Supervision Manual June 1996

management and internal control system. Fail- Page 3



Rating the Adequacy of Risk-Management Processes and Internal Controls of Bank Holding Companies 4070.1

cable, exceptions are noted and prompthaccurately monitors the condition of the organi-
investigated. zation consistent with standards of safety and
Adequate procedures exist for ensuring comsoundness and in accordance with internal and
pliance with applicable laws and regulations. supervisory policies and practices. Risk man-
Internal audit or other control review agementis considered fully effective to identify,
practices provide for independence andnonitor, and control risks to the bank holding
objectivity. company.
Internal controls and information systems are
adequately tested and reviewed; the coveragRaiing 2 (Satisfactory)A rating of 2 indicates
procedu_res, findings, and responses to audif§at the bank holding company’s management
and review tests are adequately documenteg risk is largely effective but lacking to some
identified material weaknesses are givefodest degree. It reflects a responsiveness and
appropriate and timely high-level attention;apjlity to cope successfully with existing and
and management's actions to address materig)reseeable exposures that may arise in carrying
weaknesses are objectively verified andyyt the organization’s business plan. While the
reviewed. ) _ bank holding company may have some minor
* The audit committee or board of directorsyjsk-management weaknesses, these problems
reviews the effectiveness of internal audit,aye peen recognized and are being addressed.
and other control review activities regularly. Overall, board and senior management over-
sight, policies and limits, risk-monitoring proce-
dures, reports, and management information
systems are considered satisfactory and effec-
tive in maintaining a safe and sound bank hold-
ing company. Generally, risks are being con-
The rating for risk management is based on &olledinamannerthatdoes notrequire additional
scale of one through five in ascending order oér more than normal supervisory attention.
supervisory concern. Examiners should assign niernal controls may display modest weak-
this rating to reflect their findings in all four hesses or deficiencies, but they are correctable
of the elements of sound risk managemenf, the normal course of business. The examiner
described above. The risk-management rating\ay have recommendations for improvement,
should be reflected in the overall *Manage-ht" the weaknesses noted should not have a

ment” rating of the bank holding company a_ndsignificant effect on the safety and soundness of
should be consistent with the following criteria: y,¢ organization.

4070.1.2 RATING DEFINITIONS

Rating 1 (Strong)A rating of 1 indicates that giating 3 (Fain). A rating of 3 signifies that

management effectively identifies and control h LS
all major types of risk posed by the bank h0|d__r|sk-management practices are lacking in some

ing company’s activities, including those fromimportant ways and, therefore, are a cause for

new products and changing market conditiond"0re than normal supervisory attention. One or
The board and management are active particﬁpore Qf the fo_urelemer_wts of sound risk manage-
pants in managing risk and ensure that apprg"€"t is considered fair and has precluded the
priate policies and limits exist, and the boarcPrganization from fully addressing a significant

understands, reviews, and approves them. Poﬁ'—Sk to its operations. Ce.rtaln risk-management
cies and limits are supported by risk-monitoring?ractices are in need of improvement to ensure
procedures, reports, and management inform hat management and the board are able to iden-

tion systems that provide management and tHgY: monitor, and adequately control all signifi-
board with the necessary information and anal)f.-:ar?t (;'Sks tot_the grganltzatllon. Wetr;lknessesf rqay
sis to make timely and appropriate responses {g¢'Ud€ contnued control-exceptions or tail-
changing conditions. ures to adhere to written policies and proce-

Internal controls and audit procedures are Sufjures,. Wh'Ch could have adverse effects on the
ficiently comprehensive and appropriate to th@9anization. o
size and activities of the bank holding company. The internal control system may be lacking in
There are few noted exceptions to the organiz&0me important respects, particularly as indi-
tion’s established policies and procedures, anéted by continued control exceptions or by the

none is material. Management effectively andailure to adhere to written policies and proce-
dures. The risks associated with the internal

BHC Supervision Manual June 1996 control system could have adverse effects on
Page 4 the safety and soundness of the bank holding




Rating the Adequacy of Risk-Management Processes and Internal Controls of Bank Holding Companies 4

company if corrective actions are not taken byshould also be reflected in the examiner’s over
management. all rating of management. Comments, conclu
sions, and criticisms relating to a bank holding
Rating 4 (Marginal).A rating of 4 represents company’s risk-management process should &
marginal risk-management practices that genebrought to the attention of management an
ally fail to identify, monitor, and control signifi- included on the Policies and Supervision page
cant risk exposures in many material respect®f the bank holding company inspection report
Generally, such a situation reflects a lack ofs well as on Core Page 1, Examiner's Com
adequate guidance and supervision by managments and Matters Requiring Special Boarc
ment and the board. One or more of the fouAttention, if considered appropriate and particu
elements of sound risk management is conarly if the rating is less than satisfactory.
sidered marginal and requires immediate and In inspection reports and transmittal letters tc
concerted corrective action by the board anthoards of directors of bank holding companies
management. A number of significant risks taeference should be made specifically to th
the organization have not been adequately adypes and nature of corrective actions that ban
dressed, and the risk-management deficiencié®lding companies need to take to address note
warrant a high degree of supervisory attention. risk-management and internal control deficien
The bank holding company may have seriousies. When appropriate, bank holding compa
identified weaknesses, such as an inadequatees should also be advised that the Feder:
separation of duties, that require substantidReserve will initiate supervisory actions if the
improvement in its internal control or account-failure to separate critical operational duties cre
ing procedures or in its ability to adhere toates the potential for serious losses or if materic
supervisory standards or requirements. Unlesieficiencies or situations that threaten the saf
properly addressed, these conditions may reswdnd sound conduct of their activities are not
in unreliable financial records or reports or operadequately addressed in a timely manner. Suc
ating losses that could seriously affect the safetgupervisory actions may include formal enforce:
and soundness of the bank holding company. ment actions against the bank holding compan
(or a state member bank), its responsible officer
Rating 5 (Unsatisfactory)A rating of 5 indi- and directors, or both and would require the
cates a critical absence of effective riskimmediate implementation of all necessary cor
management practices to identify, monitor, orective measures.
control significant risk exposures. One or more
of the four elements of sound risk management
is considered wholly deficient, and management
and the board have not demonstrated the capa-
bility to address deficiencies.
Internal controls may be sufficiently weak as
to seriously jeopardize the continued viability of
the bank holding company. If such weaknesses
are not already evident, there is an immediate
concern as to the reliability of accounting records
and regulatory reports and about potential losses
that could result if corrective measures are not
taken immediately. Deficiencies in the bank
holding company’s risk-management proce-
dures and internal controls require immediate
and close supervisory attention.

4070.1.3 REPORTING CONCLUSIONS

For bank holding companies, the separate————

numerical rating for risk management and the 1. If a problem area is cited within the Core Section, the
; : : : respective supporting report pages (the Policies and Supervisic

ratl?naleforthe rating aSSIQn.ed §hou|d be.mCIUde age) are to be included in the report to support the critica

as “Risk-Management Rating: (numerical rat-comments. See section 5010.1.3.

ing)” and discussed on confidential page B,

Condition _of Bank Holdi_ng Cor_npany, of the BHC Supervision Manual June 1996

bank holding company inspection report, and Page 5




Revising Supervisory Ratings
Section 4070.3

Supervisory ratings should be revised whenever In addition, when a component of one of the
there is strong evidence that the financial condisupervisory rating systemsis changed, the Reser
tion or risk profile of an institution has signifi- Bank must also reaffirm or revise the other
cantly changedInarisk-focused and continuous-component ratings and the composite rating
supervision environment, supervisory rating®dased upon available information at that time
should be viewed as a continuum, rather than akhe factors contributing to a change in the rat
a point-in-time assessment of an institution’sng of a selected component can affect one ¢
financial conditior? It is important that super- more of the other components in the rating
visory ratings reflect a current assessment afystem, as well as the composite rating. Accord
an institution’s financial condition and risk pro-ingly, if there is a compelling reason to change ¢
file. The ratings can affect risk-based deposiselected component rating, all of the other com
insurance premiums; statutory and regulatorponents in the supervisory rating system mus
requirements, including applications and théoe either reaffirmed or revised. As applicable
prompt-corrective-action provisions of the Fedfor bank holding companies and state membe
eral Deposit Insurance Act; and supervisonpanks, the risk-management rating must also b
reporting and inspection/examination requirereaffirmed orrevisedwhena CAMELS orBOPEC
ments, as well as other factors. While supervirating is changed.
sory ratings are most frequently revised as a Any change to a component or composite
result of on-site supervisory activities, othermating and the rationale for that change must b
sources of information reviewed off-site maycommunicated in writing via a letter or report to
also indicate the need for a rating chadggee the board of directors of the affected institution
SR-99-17. (or to the senior U.S. management official in the
[ case of a U.S. branch, agency, office, or nonbar
1. SR-99-17 supersedes SR-92-31, which suspended tstIbsidiary of a foreign bank) and to the appro

practice of revising CAMELS ratings for state member bank%)riate state and federal supervisory agencies_
between examinations.
2. The procedures in SR-99-17 pertain to supervisory rat-
ing systems for bank holding companies (BOPEC); state
member banks (CAMELS); U.S. branches and agencies of
foreign banking organizations (ROCA); and Edge and agree-
ment corporations, overseas subsidiaries of U.S. banks, and
U.S. nonbank subsidiaries of foreign banking organizations
(CAMEO).
3. For example, a significant change in financial condition
may be evident from some combination of reports of examina-
tion conducted by other agencies, meetings or other communi-
cation with management of the institution, published financia}b———
reports or press releases, status reports submitted by the4. Pursuant to the guidelines set forth in SR-97-27, the
institution as required by an enforcement action, and informaassignment of a separate risk-management rating is n
tion generated by ongoing surveillance activities. required for small shell bank holding companies.

BHC Supervision Manual December 1999
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Federal Reserve System BHC Surveillance Program
Section 4080.0

Under the Systemwide Bank Holding Company rated categories Because the condition of a
Surveillance Program, bank holding company consolidated holding company is typically
financial data are monitored by computer- highly correlated with the condition of its
generated screens on an ongoing basis. Informa-bank subsidiaries, the BHC surveillance pro
tion generated through the surveillance processgram makes use of the off-site SEER rating:
is to be used to monitor the financial condition and on-site CAMELS ratings of bank subsidi-
of BHCs between inspections, assist in setting aries in identifying deteriorating holding
inspection schedules, and allocate supervisory companies.
or inspection resources toward institutions withr To achieve a BHC program that is sensitive
declining financial conditions. to changes in the condition of the banking
The Systemwide Surveillance Program con- industry. The financial criteria, as discussec
sists of three components: The first phase con-below, identify outliers based on either a poo
sists of computer screening of BHC financial relative percentile ranking or absolute levels
data, which involves generating and reviewing Of key financial ratios that meet minimum
an exception list of organizations meeting the Penchmarks. _
exception criteria (these BHCs are referred to a% 10 incorporate supplemental screens into th
having “failed the screen”). During the second BHC surveillance process. A supplementa
phase, an analysis is prepared that discusses th%qc;/neq;tgie:st a\;ﬂ‘é't'ﬁisgﬁcrl‘zsgl'sde;‘“fhe; Q;Iigg‘g
factors or reasons why the BHCs appeared on by S . . ;
the exception list. The analysis is based on datatsaﬁcuﬂ%?ﬁgﬁg[egﬁggg r:qeé?]ttglf ::c;itttla?iral ;ZF;'
?gmgggie?hénotﬁh_zngg‘:EEpsrzg;’zf‘e”nﬁetoRgggf‘ include BHCs identified through growth and
mate Examination Ratings) rating and the on-site Egrseerét g?]mtﬂaenyé;cr\?inls,n%snt;/;illl( arseps(;:rrt?necl
CAMELS rating, supplemental investment and series. b
o_ther screens, as well as on other relevant f'n?U'To provide monitoring tools for BHCs with
cial Fjata. The thl!’d phase focuses on dgvelop_mg assets below $150 million. By comparing
asuitable supervisory response, corrective action, pgnk subsidiary CAMELS/SEER rating results
and follow-up by System staff to address prob- to BOPEC ratings for all BHCs, the BHC
lems first identified through the surveillance program provides a mechanism to monitor the
process. thousands of top-tier holding companies with
The computer screergenerated at the Board, assets below $150 million. While written
identifies BHCs that have over $150 million in analyses are not required for these companie
consolidated assets and those multibank holdingthis common surveillance tool assists Reserv
companies that have less than $150 million in Bank personnel in prioritizing which of these
consolidated assets (and that may have financialcompanies merit increased supervisory focu
weaknesses or deficiencies). Eralyticaleffort ~ (discussed in more detail below). _
of Reserve Bank analysts and examiners is To enhance and maintain quarterly communi
designed to spot trends and changes in financialcation with Reserve Bank surveillance staff.
condition and to determine if companies iden- The Board's Surveillance Section sends :
tified by the screening effort require further quarterly letter to all Reserve Ba‘mks to mform
in-depth review. The Systermorrective action them of the most recent quarter's surveillance
and follow-upensures that identified problems 'esults: A corresponding Reserve Bank quar
are monitored until they can be corrected or (1l letter to the Board provides Reserve
resolved. Bank staff ywth an opportunity to report on
. . . BHCs not identified in the Board screening
The BHC surveillance program is designed t0 565, hut whose condition has deteriorate
meet the following objectives: significantly since the last inspection.

* To monitor BHC performance using the 1. The SEER methodology is described in detail in “FIMS:
BHCPR. A New Monitoring System for Banking Institutions,” January

. : 1995Federal Reserve Bulletit—15. The acronym FIMS was
° TO |ncorporate SEER and CAMELS ratlngssubstituted in the article for the acronym SEER. However.
into an off-site monitoring program. The SEERboth acronyms describe the same system.
rating model identifies, based on the most
recent call report data, banks that exhibiBHC Supervision Manual June 1997

financial characteristics of those in lower- Page 1




Federal Reserve System BHC Surveillance Program Section 4080.0

4080.0.1 EXCEPTION LIST 2. Financial screenThe financial screen uses
three consolidated ratios from the BHCPR and
BHC surveillance is conducted quarterly for allidentifies exceptions as bank holding companies
banking organizations for the reporting periodshat meet the cut-off criteria for at leasto of
ending on the last days of March, June, Septenthese ratios. A company can qualify as an
ber, and December. Board staff initiate theexception if it (1) meets the minimumelative
surveillance process by subjecting all BHCsgriteria for two of the ratios, which indicates a
regardless of size or BOPEC rating, to thédBHC with a poor percentile ranking relative
screens. BHCs that fail the screens and ate its BHCPR peer group, or (2) meets the
top-tier holding companies that (1) file theabsolutecriteria for two of the ratios. The latter
FR Y-9C report; (2) have consolidated assets ahdicates a BHC with a low level of earnings or
$150 million or more; (3) have a compositecapital or with a high level of nonperforming
BOPEC rating of 1, 2, or 3; (4) have not beermassets. Specific ratios are presented in the table
designated as an “atypical” BHC by the respon-on the following page.
sible Reserve Bank; and (5) are not part of the 3. Investment activities screehe invest-
top 50 population are placed on the exceptioment activities screen identifies BHCs whose
list. ratio of total unrealized securities deprecia-
The Board sends quarterly BHC exceptiortion (after tax) to tier 1 capital is15 percent
lists to the surveillance staff at each Reserver worse and whose leverage ratio, adjusted
Bank following the finalization of FR Y-9 data. for total securities depreciation, is less than
Reserve Banks review the condition of the BHC5 percent.
prepare a written analysis addressing factors A written analysis is prepared for investment
that caused the BHC to be placed on the excepctivities exceptions when one or both of the
tion list, and submit written analyses of thefollowing conditions apply: (1) the organization
BHCs on the list to the Board. The deadline formanages the investment process on a consoli-
submission of written analyses is extended if thelated or global basis (that is, the parent com-
Reserve Bank determines that an on-site prepany orlead bank formulates and possibiyple-
ence is warranted to satisfy the requirements afients the investment strategy for the parent

the written analysis. company and bank subsidiaries) or (2) the major-
Three surveillance screens are used to ideiity of the organization’s bank subsidiary assets
tify BHC exceptions as outlined below: consists of state member bank assets.

1. Rating screenThe rating screen provides If the written analysis conditions do not apply,
acomparison between the bank component (“B”Reserve Banks are requested to provide a brief
in a BHC's BOPEC rating and the assetsummary of the primary regulator’s findings and
weighted CAMELS and SEER ratings for theactions concerning the bank subsidiaries’ invest-
company’s bank subsidiaries. It includes compament activities. This summary is to ensure that
nies meeting the criteria below: the primary regulator is aware of potential con-
cerns with subsidiary banks’ investment activi-
ties, and it also ensures that the BHC is acting as

Bank a source of strength to these particular bank
Component or subsidiaries. In addition, a BHC investment
(“B”) Weighted Weighted activities analysis does not have to be prepared
BOPEC CAMELS SEER if the Reserve Bank is in the process of pre-
Rating Rating Rating paring or has provided (in one of the previous

two quarters) an investment activities analysis
for one of the bank holding company’s state
member bank subsidiaries.

1 3+ 3+

2 3+ 3+

3 4+ 4+ 4080.0.2 REVIEW OF BHC
EXCEPTION LIST AND RESERVE
BANK ANALYSIS

The exception list provides a record of BHCs

that failed the screens and helps track Reserve
Bank conclusions on the reasons why they failed
BHC Supervision Manual June 1997 the screens. In their review, Reserve Banks are
Page 2 specifically requested to prepare a written analy-
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Cut-Off Criteria—BHCPR Financial Screen Ratios

Last
Fourth-Quarter Nonperforming and
Return on Tier 1 90+ Days
Average Assets Leverage Ratio Past-Due Ratio
Peer-Ranking Criteria Percentile of Percentile of Percentile of
5orless 5 or less 95 or more
Ratio Level Criteria 0.5% or less 5.0% or less 5.0% or more
sis for all BHCs on the exception list. This d. For BHCs that meet the financial excep-
Reserve Bank analysis is to include the followtion criteria, the analysis should explicitly dis-
ing sections: cuss the ratios identified by the financial screer
1. Heading including BHC’s name, location, e. For BHCs that require a written analysis

total assets, BOPEC rating, and date of lagf investment activities, the discussion shoulc
inspection; lead bank’s name, location, chartefnclude—

total assets, CAMELS rating, and date of last

examination; the reason for appearance on thethe securities portfolio composition and
exception list; and the Reserve Bank analyst’'s maturity;

name. For investment activities exceptions, also the investment strategy;

include the ratio of total securities depreciation
to tier 1 capital and the leverage ratio adjusted
for total securities depreciation.

2. Backgroundincluding a summary of prior
surveillance results. For investment activities
exceptions, a brief summary of the investment
process is included (that is, who formulates and : .
approves the investment strategy and how it is Unrealized losses and any contingency plans
implemented for the organization). the ability to.h.o.ld these securltlgs is tested,;

3. Analysisof current period’s surveillance * the susceptibility of the portfolio to further
results, highlighting key changes in the BHC's depreciation (quantify if possible);
condition during the most recent quarter and hedging strategies, if any;
since the most recent inspection. In particulan the liquidity position of the BHC, including a
this analysis explicitly discusses whether the discussion of the structure of the funding bas:
factors identified as being responsible for the and concentration of funding sources; and
company's appearance on the exception ligt e gyerall impact of securities depreciatior

present any cause for supervisory concerm. Ay o, he financial condition of the BHC.
areas where the current period’s surveillance

results are believed to be misleading or inaccu-

rate are detailed in this section. Additional guid- f. For BHCs that fail the investment activi-

ance regarding the analysis section is provideties screen but do not meet the conditions requil

below: ing a written analysis of investment activities, a
a. The analysis should note any acquisibrief summary of the primary regulator’s find-

tions, mergers, or de novo activities responsiblexgs and actions concerning the bank subsid

for the BHC’s meeting the exception criteria. ~ aries’ investment activities should be provided.
b. For BHCsthat meetthe CAMELSrating 4. Conclusion summarizing the BHC's

e_xception criteria, the analysi_s should exp”Cit'ycondition and the key factors supporting the
discuss the factors underlying the CAMELSgnalysis.

rating as presented in the examination findin_gs. 5. Corrective action detailing corrective

c._For BH(.:S that meet the SEER ratingy tion taken by the BHC or Reserve Bank staff
exception criteria, the analysis should explicitly
discuss the factors responsible for the SEERyc sypervision Manual June 1997

results, as presented in SEER Schedule 1A. Page 3

management’s ability to understand and man
age the risks inherent in the investment port
folio, including a discussion of risk limits
(For example, are the limits appropriate and i
the BHC in compliance with these limits?);

the ability and intent to hold securities with
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including supervisory follow-up actions result-4080.0.5 ROLE IN INSPECTION
ing from the current period’s surveillance resultsPROCESS
If no further actions are to be taken or recom-
mended, the reason for this decision is stated, &s setting inspection schedules, companies iden-
well as the date and scope of the next scheduléified as having weak or declining financial con-
inspection. ditions would generally not qualify for an exten-
6. Sign-off The analysis report is signed bysion of the inspection cycle as discussed in
an officer in charge of bank holding companysection 5000.0 of this manual. These compa-
supervision, an officer in charge of bank holdingnies, therefore, would be inspected more fre-
company surveillance, and, if there are anyuently than companies without deficiencies.
investment activities exceptions, a capital mar- A pre-inspection analysis, using the latest
kets coordinator. The signatures may just appe&HCPR and other relevant data, should be per-
once on the cover letter accompanying the indiformed to help the examiner to focus the inspec-
vidual BHC analyses. tion on areas that may require supervisory atten-
tion. This analysis may uncover declining
financial trends or may indicate financial posi-
tions recently taken by the BHC that could
4080.0.3 CORRECTIVE ACTION AND eventually lead to a problem situation.
FOLLOW-UP The performance report covers consolidated
and parent-only, current and historical financial
Corrective action associated with newly identiinformation; ratios; and peer-group percentiles.
fied problems must be initiated by the Reservdhis information can be used to analyze and
Bank as soon as possible. Follow-up actiospot trends with respect to parent or consoli-
may include correspondence or meetings witklated asset growth, earnings, capital, liquidity,
the banking organization’s management or anash flow and leverage, and reliance on subsidi-
on-site inspection/examination. Problem situaary dividends. By reviewing performance reports,
tions are closely monitored by System surveilanalysts and examiners can gain insights to
lance and supervision staff until they have beeweaknesses, as well as to their nature and sever-
resolved. ity. For example, parent leverage, cash-flow,
and coverage ratios may indicate problems at
the parent level, which could have implications
for the bank’s financial condition. Information
4080.0.4 ATYPICAL BHCs on the parent’s income from subsidiaries could
indicate that nonbank subsidiaries of the hold-
No written analysis is required for BHCs thating company are experiencing financial
are designated “atypical.” Reserve Banks idendifficulties. Financial information on the par-
tify atypical BHCs annually. Atypical BHCs ent's dependence on bank and nonbank subsidi-
could include those whose parent equity in nonaries through dividends and management fees,
bank subsidiaries is one-third or more than theifor example, can give the examiner valuable
equity in bank subsidiaries, those that choosksights on the effect the holding company may
not to consolidate material nonbank subsidibe having on the financial condition of the sub-
aries, and those BHCs that are directly ownedidiaries, particularly on the depository institu-
by banks. BHCs may also be considered atyptions. Analysis of profitability ratios, income
cal due to other characteristics determined at tr@nd expense data, and loan-loss information can
Reserve Bank’s discretion. also be used to pinpoint areas for further review
The atypical BHC list should (1) provide the when the examiners arrive on-site.
name, location, and RSSD-ID of the company; Much of this analysis can be conducted
(2) explain the reason why the BHC is consid-before the on-site inspection, thus enabling the
ered atypical; and (3) indicate whether the comexaminer to better allocate his or her time
pany was included on the list during the prioron-premises to those areas requiring on-site
year. BHCs coming off the prior year’s atypicalreview. For example, initial evaluations of capi-
listing are similarly identified and discussed. tal, earnings, liquidity, leverage, and cash flow
Reserve Banks should monitor atypical BHC$an be accomplished using information from
quarterly and provide a written analysis for arfhe performance reports before the examiner’s

atypica| company when deemed appropriatel arrival on-site. This early evaluation will allow
the examiner to isolate areas requiring further

BHC Supervision Manual June 1997 on-site review and also to focus attention on
Page 4 other areas that require on-site inspection, such




Federal Reserve System BHC Surveillance Program Section 408

as asset quality, nonbank activities, managenalysts should be reviewed as well as informa
ment, supervisory report accuracy, and legaionavailable from Board staff. Finally, follow-up
compliance. material available from Reserve Bank and Boart

Screening results should also be reviewed tetaff should be reviewed and, in some case:
determine which screens, or combination otonsultation with surveillance staff may be
screens, the BHC failed and by what margin. Iappropriate. The goal of all these activities is tc
a particular company has been identified as dmelp the examiner in identifying areas to focus
exception, analyses conducted by Reserve Bamk during the inspection.

BHC Supervision Manual June 1997
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Country Risk
Section 4090.0

Apart from the consideration of the credit-Report (Form FFIEC 009, formerly Form FR
worthiness ofindividual borrowers, holding com-2036) when the bank or banks have a foreig
panies engaged in international activities aréranch, a foreign subsidiary, or an Edge Corpo
subject to elements of country risk. Country riskration and have on a consolidated basis totz
encompasses the entire spectrum of risks arisirautstanding claims on residents of foreign coun
from the economic, social and political environ-tries that exceed $30 million. The report is to be
ments of a foreign country, and governmentafiled on a quarterly basis within 45 days of the
policies structured to respond to these condiend of March, June, September and December
tions which may have potentially favorable or The report measures lending to residents c
adverse consequences for foreigners’ debt aridreign countries by U.S. banking organizations
equity investments in that country. More specif-and is used to provide information on the distri-
ically country risk focuses on a borrower’sbution by country of foreign claims held by
capacity to obtain the foreign exchange requireduch banking organizations, to assess count
to service his cross-currency debt. A borrower’sisk for supervisory purposes, and to assist th
debt service capacity may also be affected bBank for International Settlements in compiling
the risks of political and social upheaval, nationworldwide data on cross-border claims.
alization and expropriation, governmental repu-
diation of external indebtedness, exchange con-
trols and devaluation. Events such as these m&090.0.1.2 Country Exposure Information
materially affect the condition of investmentsReport (FFIEC 009a)
and profitability of lending activities overseas
and examiners must alert management to thoSeis report is a supplement to the Country
risks that may be difficult for the holding com- Exposure Report (FFIEC 009). The purpose o
pany and its subsidiaries to absorb. the Country Exposure Information Report is
Uniform examination procedures and techio provide public disclosure of significant
nigues for evaluating country risk exposuresountry exposures of U.S. banking institu-
have been adopted by the three federal reguléions. It is submitted by every institution that
tors with respect to domestic banks. Under thessubmits the (FFIEC 009) report and that ha
procedures, examiners segregate country rigkkposures meeting the reporting requirement
factors from the evaluation of other lendingfor FFIEC 009a.
risks, and deal with this category of lending
risks in a separate section of examination reports.
The procedures emphasize diversification 0#090.0.1.3 Report for U.S. Branches and
exposure to individual countries as the primanAgencies of Foreign Banks
method of moderating country risk in interna-(FFIEC 019)
tional portfolios. The approach consists of three
parts: This report is similar to the (FFIEC 009) report
1. The measurement of exposure in eacthat is filed by U.S. Banks. The (FFIEC 019)
country where a business relationship exists; report collects information, by country, on the
2. The analysis of exposure in relation to thelirect claims, indirect claims, and total adjustec
bank’s capital resources and the economic amtdaims on foreignresidents; information on claims
financial conditions of each country in whichon related non-U.S. offices that are included ir
the bank has outstanding credits; total adjusted claims on the home country; and
3. Evaluation of the risk management systenbreakdown of adjusted claims on unrelated for
used by the bank in relation to the size aneign residents. The data is used by the supe
nature of its foreign lending activities. visory agencies to monitor significant foreign
country exposures of U.S. branches and agel
cies of foreign banks. They are also used t

4090.0.1 REPORTING evaluate the financial condition of these branche
1 and agencies.

REQUIREMENTS The Country Exposure Report for U.S.

4090.0.1.1 Country Risk Exposure ReporBranchesand Agencies of Foreign Banks (FFIEC

(FFIEC 009) 019) is collected quarterly from those branche:

Banks and bank holding companies that owBHC Supervision Manual December 1992

banks are required to file the Country Exposure Page 1



Country Risk 4090.0

and agencies of foreign banks that have, as of Respondents to the FFIEC 019 must prepare
the quarterly report date, more than $30 milliorthe data as of the close of each calendar quarter
in total direct claims on residents of foreignand submit the forms to the appropriate Reserve
countries. The FFIEC 019 provides data on th&ank no later than 45 days following the report
foreign risk exposure of each reporting brancldate. Data are due at the Board 60 days follow-
and agency. ing the report date.

BHC Supervision Manual December 1992
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